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H.R. 3505, FINANCIAL SERVICES
REGULATORY RELIEF ACT OF 2005

Thursday, September 22, 2005

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:05 a.m., in Room
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair-
man of the subcommittee] presiding.

Present: Representatives Bachus, Royce, Kelly, Ryun, Oxley,
Biggert, Feeney, Hensarling, Neugebauer, McHenry, Sanders,
Maloney, Watt, Sherman, Meeks, Moore of Kansas, Frank, Hooley,
McCarthy, and Green.

Chairman BACHUS. [Presiding.] Good morning. The Financial In-
stitutions Subcommittee of the Financial Services Committee will
come to order.

We have an esteemed group of panelists today.

Our focus today is on H.R. 3505, the Financial Services Regu-
latory Relief Act of 2005, which alters or eliminates unduly burden-
some or outdated regulatory requirements. It was introduced by
Congressman Hensarling and Congressman Moore in July, with
numerous bipartisan cosponsors. It seeks to reduce the regulatory
burden on our insured depository institutions to benefit customers
and the economy by lowering costs and improving productivity.

Let me simply say that this legislation—I know that Congress-
man Hensarling, Congressman Ryun is here—there are several
provisions that he has worked on. He had also introduced legisla-
tion, and many of those provisions are incorporated in this legisla-
tion. Plus, we will be considering proposals that you have made.

We also have legislation by Mr. Royce and Mr. Kanjorski dealing
in particular with the credit unions. I would like to compliment
them on their participation.

We have had tremendous cooperation from the ranking member
of this committee, Mr. Sanders, in putting this package together.
Also, it is my understanding, and I have some knowledge of this,
that we have been consulting with not only industry and consumer
groups, but also with the regulatory agencies. In one case, my per-
sonal staff as a result of both the regulatory agency and the indus-
try expressing for some time that probably clearly one of the most
onerous burdens on our financial institutions from a cost stand-
point is the $35 billion in regulations.
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The complaint that I have heard for years and years was about
the currency transaction reports. I heard it time and time again.
I have heard Members of the other body in speeches before the
Senate and the House express the hope that we could come up with
some proposal for seasoned business customers where banks could
certify customers and banks would not have to be continually filing
these currency transaction reports.

As most of the regulatory agencies before us today have ex-
pressed to this committee and to the Senate and law enforcement
has many times testified before us that they have not been able to
review these. Sometimes these are gone through in 4 years. We
have also heard from banking institutions where they would notify
law enforcement agencies of a transaction and they simply say that
they are so overburdened by the number of these things that they
never got back and investigated them and testimony from law en-
forcement agencies that it is several years before they ever look at
these things, if then.

As a result of that, Mr. Fox and I met probably 3 months ago
in my office. I expressed to him some of the concerns that I had.
He I know talked to Members of the Senate that I was aware of.
I talked to Members of the Senate, particularly Mr. Crapo who had
expressed on many occasions that it was a priority for him. In
working with the regulators over the past month or two and with
the banking industry, Mr. Fox and I, and I know Mr. Hensarling
has been involved in this on a day-to-day basis, and Mr. Frank
also, and members on both sides. I know the Senate was aware of
that because I had conversations with them.

We came up with wording that I think advances this issue light
years. It is absolutely, of all the provisions in this, I think it has
the potential to make law enforcement much more efficient and ef-
fective, to take what has been a very burdensome and really out-
dated and outmoded practice of every time a citizen of this country,
whether they are a businessman that deposits $10,000 every day
or twice a day, where they have to file a report every day. These
things are filed by the hundreds of thousands and never looked at.

I would like to applaud Mr. Fox and FinCEN for their dedication
in working with everyone to fashion what I consider a very good
provision, which Mr. Hensarling has also worked on, and I know
Senator Crapo in the Senate. I would assume that he has kept the
other Members of the Senate informed on these actions. To me, it
absolutely has no downside and will make law enforcement that
much more effective.

With that, I will yield to Mr. Sanders.

[The prepared statement of Hon. Spencer Bachus can be found
on page 42 in the appendix.]

Mr. SANDERS. Thank you very much, Mr. Chairman, for holding
this important hearing.

I would like to welcome our witnesses today as well.

Today, we will be discussing H.R. 3505, the Financial Services
Regulatory Relief Act of 2005, introduced by Mr. Hensarling and
Mr. Moore. I am delighted that this legislation includes a provision
which I authored to provide a Community Reinvestment Act credit
to financial institutions to expand employee ownership.
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I want to thank Chairman Bachus very much for his strong sup-
port for this provision and his working with me for a rather long
period of time. Thank you very much, Mr. Chairman.

Providing a CRA credit for the expansion of employee ownership
is, I believe, a win-win situation. It will be good for banks looking
for new ways to fulfill their CRA requirements and it will be good
for workers who would like to own their own businesses. In addi-
tion, workers who are also owners will not be shipping their jobs
to China or abroad, so those of us who are concerned about the de-
cline of manufacturing in the United States and the loss of good-
paying jobs I think will see some improvement if working people
in this country are actually able to own the places that they work.

Broad-based employee ownership has been proven to increase
employment, increase productivity, increase sales, and increase
wages in the United States of America. It gives a lot of pride to
people in the fact that they can make decisions in the places that
they work. I think it is the essence of what democracy is about as
well.

H.R. 3505 also includes 15 important regulatory reforms that
will allow credit unions to better serve their members, including a
section to allow credit unions to cash checks and wire funds to any-
one who is eligible to join their credit union. So long as the em-
ployee ownership in credit union provisions are kept in H.R. 3505,
I will be strongly supporting this legislation.

Mr. Chairman, as you know, during the 108th Congress I op-
posed a similar regulatory relief bill because of the absence of
meaningful consumer protections, but this year’s regulatory relief
bill is a major improvement over last year’s version and I would
like to thank you, Ranking Member Barney Frank, and the authors
of the legislation for their excellent work on this bill.

Having said that, Mr. Chairman, I also believe that it is very im-
portant for this subcommittee to seriously examine the deceptive
and misleading credit card scams perpetrated by some of the larg-
est banks in America. I know you and I have discussed this. I think
there is a growing outrage throughout our country when working
people are now paying 25 percent or 28 percent interest rates,
when there are five billion proposals going out in the mail, many
of them misleading. I think when we talk about relief, we also have
to talk about relief from consumers who are paying usurious inter-
est rates today.

So, Mr. Chairman, I am supportive of this legislation. Thank you
for your good work, but I hope that we can return to the issue of
how we protect consumers from outrageously high interest rates on
their credit cards.

[The prepared statement of Hon. Bernard Sanders can be found
on page 56 in the appendix.]

Chairman BAcHUS. I appreciate the ranking member, and I can
assure you that I, for one, am very committed to what is a practice.
I think it is among a limited number of institutions of pretty bla-
tant bait-and-switch in credit card practices. I hope that we can en-
list other members of the committee in this effort.

Chairman Oxley?

Mr. OxLEY. Thank you, Chairman Bachus. We appreciate your
holding this hearing on H.R. 3505.
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We look forward to hearing today from the Federal and State
regulatory authorities charged with ensuring the safety and sound-
ness of our Nation’s banking, thrift, and credit union industries.

The financial services industry is operating under a heavy regu-
latory burden. While many of the regulations imposed on the in-
dustry are necessary to protect consumers, combat terrorist financ-
ing, or service other worthy public policy objectives, others are
clearly outdated or needlessly burdensome.

For this reason, shortly after I assumed the chairmanship of this
committee, I asked the financial regulators and industry trade
groups to give us their best advice on what this committee could
do to ease regulatory requirements faced by depository institutions.
The goal was to lessen the regulatory burden and improve produc-
tivity, as well as make needed technical corrections to current stat-
utes.

It was clear then, as it is today, that there also needs to be a
counter-balance to the significant compliance responsibilities placed
on insured depository institutions by the USA Patriot Act, as well
as other Government efforts to counter terrorist financing.

In the last Congress, the committee approved a comprehensive
regulatory relief bill that passed the House by a vote of 392 to 25.
H.R. 1375, which incorporates suggestions for financial regulators,
as well as the financial services industry, contained a wide range
of provisions that would have relieved unneeded or outdated regu-
latory restrictions on banks, thrifts, and credit unions.

While the Senate failed to take up H.R. 1375, I am pleased that
two respected members of this committee, Mr. Hensarling and Mr.
Moore, introduced H.R. 3505, which includes virtually all of H.R.
1375 from last session, a new title that addresses Bank Secrecy Act
concerns, and over 20 new provisions.

The Bank Secrecy Act compliance burden reduction title address-
es financial institutions’ concerns that some of the work they are
being asked to do in the fight against financial crimes is unneces-
sary and overly burdensome. I agree. This title focuses on reducing
the number of currency transaction reports, CTRs, that must be
filed by institutions involving large sums of cash, as well as elimi-
nating inconsistencies or duplicative requirements in conjunction
with the filings of SARs, suspicious activity reports.

I would like to thank FinCEN Director Fox who is testifying
today, Mr. Hensarling from Texas, Chairman Bachus, as well as
Mr. Frank and Mr. Gutierrez for their efforts in creating Title VII,
which balances law enforcement’s needs with the industry’s very
real concern about excessive and unnecessary burdens. I thank the
witnesses for appearing here and I look forward to their thoughts
on how best to free depository institutions from unduly burdensome
regulation so they can better serve their customers and commu-
nities.

Mr. Chairman, we are very hopeful that we can move this bill
with some alacrity and get it to the other body. Senator Crapo,
among others, has expressed a sincere interest in moving this. We
think we will get a large vote in the committee, as well as on the
floor. We need to push this to its conclusion and get the President’s
signature. I know you are committed to that effort, along with
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i)ther members of this committee. This is critically important legis-
ation.

I thank you for your leadership, and I yield back.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 40 in the appendix.]

Chairman BAcHUS. I thank the chairman.

I recognize the ranking member of the full committee, Mr. Frank.

Mr. FRANK. Thank you, Mr. Chairman.

Let me begin by saying I share Chairman Oxley’s hope that we
can get this bill quickly to the floor and passed. For that reason,
I will be tepid in my endorsement of it because precedent suggests
that if I sound enthusiastic about the bill, knees might jerk and
then they would not want to pass it.

[Laughter.]

So I will reluctantly acquiesce in sending this bill to the floor,
lest I be a poisoned pill.

It does seem to me to hit the appropriate level of regulation.
Those of us who believe there is an important role for regulation
should be very clear that excessive regulation undoes that case. If
you overburden things, you undermine your case. You put costs on
society. I am very pleased, and I congratulate all concerned, the
people at FinCEN and the people at the American Bankers Asso-
ciation, under the leadership of this committee in a bipartisan way.

Obviously, the Bank Secrecy Act these days, with legitimate con-
cerns about terrorism and the financing of terrorism, we want to
make sure that works well. I congratulate those who were willing
to say what is true, but could be demagogued against, namely that
excessive reporting undercuts law enforcement. If you bury the law
enforcement people with a lot of reporting and a lot of paper that
really is fairly routine, you make it harder rather than easier to
get at what should get it.

So I am very pleased that we appear to be getting to the point
where we are prepared to cut back some of the underbrush so we
can focus on what should be the real subject. I very much agree
with what the ranking minority member of the subcommittee said.

Because I have some other things I will be going to later, I will
not be able to be here for all this, but I did want to particularly
comment on a couple of points.

I am very pleased, Mr. Chairman, that you included in this panel
of our very able Federal regulators a representative of the Con-
ference of State Bank Supervisors. We should be very inclusive
here.

I was especially pleased to note a couple of the points that the
State bank supervisors made. I was gratified to have them say
what I think is a very important point, namely that what we did
with the Fair Credit Reporting Act showed how you reach a proper
balance between national regulation and States. That is, if we can
achieve a reasonable national level of consumer protection, then
you can make it a national standard. Yes, there is an argument for
national uniformity. It should not be, however, a shield behind
which you undercut legitimate protection of consumers.

The Texas regulators said, we urge Congress to apply this ap-
proach to as wide a range of banking statutes as possible. I agree.
I also very much agree with the point that the State regulator
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ought to be a voting member of the FFIEC. I think that is a per-
fectly reasonable thing. The interactivity of Federal and State regu-
lation is one of the most challenging intellectual and economic and
legal issues we have. I think that would be very useful. There is
no danger that one voting member is doing to have dispropor-
tionate weight with all the other regulators.

Finally, I appreciate also their pointing out what we need to do,
namely, "to review the disparity in the application of State laws to
State and nationally chartered banks and their subsidiaries.” I
think as the result of several decisions of the comptrollers and oth-
ers, we have a situation now where we really have to step in. Tech-
nology has been a factor and the global economy.

I think the time has come where this Congress, obviously not for
the rest of this year, but next year, ought to take this up. I know
there are others who believe that. The gentlewoman from New
York, Ms. Kelly, has been very concerned about that as Chair of
the Oversight Subcommittee and others. I think it is our responsi-
bility now to frankly straighten out some tangles that only we can
straighten out, that only by a statute can it be done. It is just not
something that can be done within the existing regulatory frame-
work.

So I thank you, Mr. Chairman. This is a very constructive effort,
and I look forward to our being able to complete it.

Chairman BACHUS. Thank you, Mr. Frank.

At this time, I recognize Mr. Ryun, who has several provisions
of the bill he has worked very hard on.

Mr. RYuN. Mr. Chairman, thank you. Thank you for your kind
comments toward my bill, the Communities First Act. I appreciate
your doing this hearing.

Our financial institutions are increasingly overburdened with
regulations and reporting requirements. H.R. 3505 is a good bill
that provides a comprehensive approach to addressing some of the
more cumbersome regulations. I support H.R. 3505 and will look
forward to working with this committee to approve its passage.

Specifically, I believe that our community banks face a dispropor-
tionate burden due to excessive regulations. These institutions
serve our small towns and rural areas and often lack the man-
power to readily fulfill all the reporting that is required of them.
The result is less time and resources to do the work of serving the
communities.

It is with this in mind that I introduced the Communities First
Act, which was aimed to provide much-needed regulatory relief to
these institutions. To date, 72 of my colleagues on both sides of the
aisle have cosponsored this bill. I want to thank Mr. Hensarling
and Mr. Moore for including five of the provisions from the Com-
munities First Act in the legislation that we are considering today.

In summary, these provisions provide targeted relief to commu-
nity banks in the form of adjusted reporting and examination inter-
vals, as well as updated asset limits for certain regulatory require-
ments. I am pleased to see these provisions incorporated in the bill.
As we move forward with this effort, I will work with the com-
mittee to make the bill even stronger and will advocate inclusion
of additional measures from the Communities First Act.
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Specifically, for example I would like to see approved a regula-
tion I believe that agencies should specifically consider the rami-
fications that it would have upon community banks if approved.
Agencies are currently not required to consider this factor, al-
though I am aware that the OCC does have a policy of doing so
before its approval process. Section 109 of the Communities First
Act would require all regulatory agencies to consider the impact on
community banks as they approve new regulations. I hope the com-
mittee will consider including this common sense requirement in
the final version of H.R. 3505.

Mr. Chairman, thank you very much for holding this hearing. I
want to thank our panel for coming today. I look forward to your
comments, and I yield back my time.

Chairman BACHUS. Thank you, Mr. Ryun.

Ms. Maloney?

Mrs. MALONEY. I thank Chairman Bachus and Ranking Member
Sanders and Chairman Oxley and Ranking Member Frank and all
of the authors of the bill, my colleague Mr. Moore and others.

This is a tremendously important bill. The fact that it had so
much support when it was introduced today, the fact that it
passed, and that we are building support in the Senate I think is
extremely important. As a representative of New York City, which
is one of the financial centers in our country, I am really very con-
cerned, as are my constituents, about the tremendous burdens and
regulation and reporting requirements imposed on our financial in-
stitutions, and particularly those financial institutions that are not
mega-institutions, but are mid-size and smaller.

This bill is an improvement over the one that we passed over-
whelmingly last year. It has new additions in consumer protection,
expanding CRA to employee stock ownership. But of special con-
cern to me is the extraordinary burdens of compliance with the
new Bank Secrecy Act provisions. Many of them are a duplication.
FinCEN supports these changes. The FBI and those that are re-
sponsible for tracking money-laundering and anti-terrorism efforts
support it because it had become so burdensome that it was no
longer effective.

I can tell you that wherever I go in my district, particularly the
smaller institutions tell me how very, very hard and how very cost-
ly it is to comply with the Bank Secrecy Act, the CTRs, the SARs,
and the other new oversight provisions that were put in place after
9/11. Many of them say that the cost of complying is just so incred-
ible that it almost runs them out of business. So this bill includes
a new section that addresses these concerns. I feel that it is a very
important one.

I want to also note that the provisions from H.R. 2317, the Cred-
it Union Regulatory Improvement Act, which I am a cosponsor and
a supporter in several of its incarnations, and I hope that we will
also move forward to pass the remaining portions of CURIA, and
especially the reforms to the prompt corrective actions system.

So I ask permission to revise and extend my remarks, and I con-
gratulate all who have moved this to this hearing today. Thank
you.

[The prepared statement of Hon. Carolyn B. Maloney can be
found on page 53 in the appendix.]
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Chairman BAcHUS. Thank you, Ms. Maloney. I would like to as-
sociate myself with your remarks, too. Thank you.

At this time, I recognize the sponsor of the legislation, along with
Mr. Moore. Mr. Hensarling?

Mr. HENSARLING. Thank you very much, Mr. Chairman. Thank
you for holding this important hearing and thank you for your
leadership in helping Congress reduce the regulatory burden on
our Nation’s financial institutions.

A very special thank you to Chairman Oxley for his leadership
and his dogged determination to move this legislation along and to
put it on the fast track and especially for allowing me to partici-
pate in this process.

As we have learned in our hearings over the past few months,
financial institutions are in desperate need of regulatory relief.
Most of the regulations we have imposed upon them have costs
that are ultimately borne by the consumer in some form or fashion.
Many have outlived their purposes. Many have significant unin-
tended consequences.

We do know that these often excessive and duplicative and costly
regulations at the end of the day can make credit more expensive
and less accessible for the people who need it the most. Outdated
regulations can keep Americans from purchasing their first home,
buying an automobile for work, financing a child’s education, or
starting a small business that creates new jobs in an economically
disadvantaged area of our Nation.

I believe the bill that Mr. Moore and I have introduced helps
remedy a number of these problems and will help banks, credit
unions, and thrifts free up more capital to inject into their commu-
nities. Action is necessary sooner rather than later. The competi-
tive position and viability of our smaller financial institutions are
in question. The regulatory environment has evolved to the point
of placing smaller financial institutions at a competitive disadvan-
tage. This, of course, is to the detriment of their primary cus-
tomers: small businesses, consumers, and the agricultural commu-
nity.

Previously, we have heard testimony that the regulatory compli-
ance burden averages 12 to 13 percent of a financial institution’s
non-interest expense. Added to that is a new study that was re-
leased Monday by the SBA showing that the smallest businesses
in our country face the largest per-employee burden as far as regu-
latory compliance costs are concerned. Firms with fewer than 20
employees are now spending almost $8,000 per employee to comply
with Federal regulations. The study also noted that small busi-
nesses face a 45 percent greater burden than their larger business
counterparts.

This same report showed that the annual cost of Federal regula-
tions in the U.S. totaled $1.1 trillion in 2004. If only 1 percent of
that could be returned to the marketplace, that would be enough
money to provide startup capital for almost 500,000 new businesses
or pay the annual salaries for 250,000 workers. Since 1989, bank
regulators have promulgated over 850 regulations. That is around
50 new regulations a year that banks must comply with.

Can we really expect our small community-based financial insti-
tutions to keep up that pace? They are required to send out annual
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privacy notices to alert customers to information that oftentimes
the institutions do not even share. Is that really necessary? We
have heard that community financial institutions are often hiring
two to three full-time employees to do nothing but Bank Secrecy
Act compliance. Is that really necessary?

I am pleased now that many of our regulators and law enforce-
ment officials have recognized that a reduction in the number of
CTRs and SARs that are sent to Washington can actually benefit
anti-money-laundering and anti-terrorist financing efforts. I am es-
pecially pleased with FinCEN’s leadership in this effort. Financial
institutions should not have to continuously file paperwork and re-
ports of suspicious activity on the customers they know the best.

The time has come to clean the regulatory barnacles off this ship
of commerce and allow our financial institutions to operate at full
speed, safely, and soundly.

Thank you, Mr. Chairman. I yield back.

[The prepared statement of Hon. Jeb Hensarling can be found on
page 48 in the appendix.]

Chairman BAcHUS. Thank you, Mr. Hensarling.

Mr. Moore?

Mr. MOORE OF KANSAS. Thank you.

I would like to thank my good friend Chairman Bachus for
scheduling today’s hearing on the regulatory relief bill, H.R. 3505,
introduced by Congressman Hensarling and myself and cospon-
sored by approximately 30 members from both sides of the aisle.

I also want to thank Chairman Oxley for his strong support and
Ranking Member Barney Frank for his lukewarm support to avoid
knee-jerk reactions.

[Laughter.]

The Financial Services Committee has a strong record of biparti-
sanship and I am glad that that has extended to this bill as well.
Reg relief should not be about Republicans and Democrats. It
should be about doing the right thing for the lenders in our com-
munities who have played an important role in expanding home-
ownership and creating opportunities for businesses and con-
sumers. Small lenders in our communities particularly feel the bur-
den of unnecessary regulations.

As the Federal banking regulators acknowledged in a notice pub-
lished in the Federal Register, “"When a new regulation is created
or an old regulation is changed, small institutions must devote a
large percentage of their staff’s time to review the regulation to de-
termine if and how it will affect them. Compliance with a regula-
tion also can take large amounts of time that cannot be devoted to
serving customers or business planning.”

Strong regulation of our country’s financial system is absolutely
essential, but Congress and the financial regulators have a respon-
sibility to strike the right balance in this area. I believe H.R. 3505
is an important step in the right direction. Since coming to Con-
gress, and particularly over the last few months, I have heard from
depository institutions in my district and throughout the State of
Kansas. We have tried to address in H.R. 3505 some of the con-
cerns that I have heard on more than one occasion.

While assets for State-chartered banks in Kansas have reached
an all-time high of $27 billion, our community bankers are also
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struggling to comply with both old and new regulatory burdens, in-
cluding some created under the Bank Secrecy Act. H.R. 3505 seeks
to provide relief from some of these new burdens to our financial
institutions in a way that preserves our ability to effectively track
terrorist financing and build upon our success in freezing the funds
of terrorists.

Representative Hensarling and I and the bill’s bipartisan cospon-
sors agree that waging a strong war on terror and providing some
reg relief to our financial institutions are not incompatible goals.
Additionally, H.R. 3505 provides two new sections of reg relief for
our credit unions that were not included in the previous version of
this measure. This subcommittee and the full committee both
passed the reg relief bill by voice vote during the 108th Congress
and the House passed it 1 year ago by a wide margin, 392 to 25.

I look forward to continuing the broad bipartisan cooperation on
this legislation that we have enjoyed in the past. I also look for-
ward to hearing from our witnesses today on what steps the regu-
latory agencies have taken to ensure that depository institutions in
the areas affected by Hurricane Katrina are able to continue oper-
ating both for their benefit and for the benefit of their customers
who are going through some of the toughest times in their lives.

Thank you again, Mr. Chairman. I look forward to hearing from
our witnesses.

[The prepared statement of Hon. Dennis Moore can be found on
page 54 in the appendix.]

Chairman BACHUS. Thank you, Mr. Moore.

Mr. Neugebauer?

Mr. NEUGEBAUER. Thank you, Chairman Bachus, for holding this
important hearing.

I also want to thank Congressman Hensarling and Congressman
Moore for bringing this bill forward, H.R. 3505. When you speak
in the order that I have, many of the folks I want to attribute my-
self to their remarks. I think I come from a district that relatively
has a lot of small community banks and credit unions. One of the
things that I keep hearing over and over and over again is that we
are making it more and more difficult for the smaller financial in-
stitutions really to remain profitable.

Some people up in Washington think that “profit” is a four-letter
word, but I will tell you that “loss” is a four-letter word. We need
to make sure that our financial institutions are profitable, that
they are healthy. I was thinking earlier, we have almost gotten to
the point now where you go up to the teller cage and the sign there
says “closed; we are filling out paperwork.” We almost have gotten
to the point now where the primary function of our financial insti-
tutions is to fill out paperwork for the Federal Government.

We need to get community banks and credit unions back doing
what they do best, and that is they know their customers. They
take care of their customers; they invest into their communities.
The more and more paperwork that we generate and the more and
more regulation and the more and more capital that they have to
attribute to filling out paperwork and complying with regulation is
the less capital that they can invest in those communities.

So I commend the chairman and the two gentlemen for bringing
this important legislation. I look forward to supporting it. Hope-
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fully, this is just the beginning. This is I think a really good start,
but when you think about, as the gentleman said, 851 new regula-
tions since 1989. I got out of banking in 1983 and I thought there
was plenty of regulation on the books at that time, so it looks like
they have added a little bit more.

So I look forward to the witnesses bringing important testimony
for us today.

Thank you, Mr. Chairman.

Chairman BAcHUS. Thank you, Mr. Neugebauer, for those re-
marks.

Ms. McCarthy?

Mrs. McCARTHY. Thank you, Mr. Chairman.

I am waiting to listen to the witnesses. Thank you.

Chairman BACHUS. Ms. Kelly?

Mrs. KELLY. Thank you, Mr. Chairman.

This is an important hearing about regulatory relief for financial
institutions and their customers. I look forward to hearing from our
witnesses on the steps that this committee could be taking to lower
the cost to consumers and to help create jobs in the industry.

I want to thank my colleagues, Mr. Hensarling and Mr. Moore,
for their work on the legislation. I note here the presence of the
FDIC among the witnesses. I want to draw their attention to the
GAO report on industrial loan corporations and urge them to keep
that report in mind when they are reviewing requests for coverage
by new depository institutions. There are obviously a number of
important provisions in this bill. I am very interested in discus-
sions about proposed changes to the Bank Secrecy Act. There are
very good reasons for advocating reform for our BSA system.

We have learned the hard way that the system needs work. Fail-
ures, such as the Riggs Bank and more recently Arab Bank, have
clearly demonstrated that there are weaknesses in our anti-money-
laundering protections. The resulting over-reaction and uncertainty
about what is expected of financial institutions has led to unneces-
sary burdens and costs that really must be addressed.

We know financial institutions and their customers want com-
mon sense. They want certainty. We in Congress know the system
can be made better. We have to work toward solutions that will re-
move unnecessary burdens from customers and institutions with-
out weakening an important tool for law enforcement and national
security officials. Just as we are mindful of the serious, costly in-
conveniences that have saddled financial institutions and their cus-
tomers, we are also keeping our eyes on the importance of an effec-
tive anti-money-laundering system in our national security.

As this action begins on this legislation, we have to be mindful
of what the 9/11 Commission told this committee last year when
they sat before the committee about the value of the BSA system
in fighting terrorism. We must be mindful of what the FBI and
FinCEN Director Fox told this committee earlier this year about
the utility of the BSA information in tracking criminals and terror-
ists.

I look forward to examining these proposals in detail. I look for-
ward to hearing the views of those affected, including the relevant
law enforcement and intelligence agencies.
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I thank you, Mr. Chairman, very much for holding this hearing.
I look forward to this regulatory change and yield back the balance
of my time.

Chairman BAcCHUS. Thank you, Ms. Kelly. Thank you for having
your business interest provision, which is also in this bill. I thank
you for that.

Mr. Green?

Mr. GREEN. Thank you, Mr. Chairman. I thank you, as well as
the ranking member for hosting this hearing.

Ihwould like to thank the members of the panel for being here
with us.

I do have to confess that while I am here physically, mentally I
am split because we have a monster of a hurricane that is headed
toward my district, it seems, in Houston, Texas. We have an evacu-
ation plan that is being implemented. I think it is going well, but
just prior to arriving we had to give some assistance with 83 pa-
tients that were in a nursing home and they were needing some
assistance. Fortunately, our mayor’s office was able to render that
assistance and they are going to be helped.

I am honored that we will have the opportunity to hear from this
august body. Given the things that we have been dealing with with
reference to Katrina and now Rita, I will be concerned about what
some of the financial institutions will be doing to assist some of the
low-income people who are going to need a lot of help, who have
been devastated, and what we need to do to help you to help them.

Mr. Chairman, I thank you very much for the time, and I yield
back.

[The prepared statement of Hon. Al Green can be found on page
47 in the appendix.]

Chairman BACHUS. Thank you, Mr. Green.

Mr. McHenry?

Mr. MCHENRY. Thank you, Mr. Chairman. I certainly appreciate
your holding these hearings. I certainly commend Representative
Hensarling and Representative Moore for putting together a very
good and balanced regulatory relief bill.

It is important that we as a committee and as Members of Con-
gress encourage economic growth and opportunity through reducing
unnecessary and burdensome rules and regulations. We also want
to ensure that there is a competitive marketplace that allows our
Nation to keep moving forward.

One of the issues that some of my local bankers have brought to
my attention, and I have been following recently, is nonfinancial
institutions getting into the banking industry. Namely, in my view,
it would be inappropriate for the FDIC to act upon the Wal-Mart
application until this committee and Congress has had an oppor-
tunity to review and consider the GAO report that Representative
Leach is unveiling today. I know ILCs are covered in this bill and
I think that is very helpful to this measure, but I have not had a
chance to read the report yet, but I understand what is going to
happen today when it is released.

I think it will bring to attention that we should take a real look
at ILC chartering, not only for the banking and commerce question,
but whether it is appropriate for a commercial company to own a
bank, but additionally the adequacy of regulatory oversight and su-
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pervision of owners of ILCs as well, which escape certain provisions
by the Federal Reserve. So the Wal-Mart application, I think it
highlights another big public policy banking question at the heart
of Gramm-Leach-Bliley.

So I just wanted to take this opportunity to bring it to the chair-
man’s attention and to our distinguished panel here as well.

I look forward to the hearing and look forward to us moving this
bill forward. Thank you.

Chairman BACHUS. Thank you, Mr. McHenry.

Are there any other opening statements? Not seeing any mem-
bers that wish to make so, I would like to introduce our distin-
guished panelists at this time.

Our first panelist is Mr. William J. Fox, Director of the Financial
Crimes Enforcement Network.

Our second witness is the Honorable Mark W. Olson, Governor,
Board of Governors of the Federal Reserve System. He is experi-
enced with professional testimony before our committee. We wel-
come you back.

As well as Ms. Julie Williams, the first senior deputy comptroller
and chief counsel in the Office of the Comptroller of the Currency.
We thank both of you for your fine work and your advice and coun-
sel as we go forward on this bill.

Our next witness is Mr. William Kroener, general counsel of the
FDIC. We welcome you back.

Mr. John Bowman, chief counsel of the Office of Thrift Super-
vision. Thank you, Mr. Bowman.

Mr. Robert Fenner, general counsel of the National Credit Union
Administration.

Mr. Randall S. James, commissioner of the Texas Department of
Banking, on behalf of the Conference of State Bank Supervisors. I
know this is a very trying time for you. You will probably be glad
when this hearing is over and you can get back on a plane and
head for Texas.

Mr. George Latham is deputy commissioner of the Credit Union
Bureau of Financial Institutions, Virginia State Corporation Com-
mission, on behalf of the National Association of State Credit
Union Supervisors. You testified before this committee earlier this
month; we welcome you back.

At this time, Mr. Fox.

STATEMENT OF MR. WILLIAM J. FOX, DIRECTOR, FINANCIAL
CRIMES ENFORCEMENT NETWORK

Mr. Fox. Thank you very much, Chairman Bachus, Ranking
Member Sanders, and distinguished members of this subcommittee.

It is truly an honor for me to appear here before you today to
discuss your efforts to balance the burdens imposed on the finan-
cial industry by the requirements of the Bank Secrecy Act of 1970,
specifically to provide the Government with highly relevant infor-
mation that assists law enforcement in making our financial sys-
tem more transparent and our country safer.

As you know, the Financial Crimes Enforcement Network admin-
isters the Bank Secrecy Act and we bear responsibility for ensuring
that the act is implemented in a way that achieves the policy aim
intended by the Congress, which is, stated simply, to safeguard the
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United States financial system from the abuses of financial crime,
to include money-laundering and terrorist and other illicit financ-
ing. This is a day-to-day challenge in a financial system where we
generally promote the unfettered free flow of commerce and where
criminals strive to manipulate the system with the same ingenuity
and sophistication of the very best in the industry.

Ensuring that we strike the right balance between the cost and
benefit, in my view, is an essential responsibility for my agency.
While I do not believe that this cost-benefit analysis can be reduced
to a mathematic formula and the benefits of a regime like this are
often very difficult, if not impossible, to quantify, I believe we must
continually study how we can more effectively tailor this regime to
minimize the costs and other burdens imposed on our financial in-
stitutions while at the same time ensuring that we receive informa-
tion that we, both FinCEN and law enforcement, need to combat
financial crime and terrorism.

This effort is particularly important because I am more certain
than ever that compliance with the Bank Secrecy Act’s regulatory
regime is a critical component to our country’s ability to utilize fi-
nancial information to combat terrorism, terrorist financing,
money-laundering, and other serious financial crime. Achieving
this correct balance is frankly an issue of national security.

The focus this morning is on H.R. 3505, the Financial Services
Regulatory Relief Act of 2005. I am here to address how that legis-
lation could affect the Bank Secrecy Act. Specifically, I am here to
address the provision to reduce the burden imposed on the finan-
cial industry of filing currency transaction reports.

Before I discuss this provision, Mr. Chairman, let me reassure
you of the value of these reports. Many of these reports are not
only valuable, but are critical to law enforcement’s and our efforts
to deter, detect, and investigate financial crime and to identify, lo-
cate, and disrupt terrorist cells operating here in this country. Our
colleagues in law enforcement have made significant strides re-
cently in their ability to utilize these reports, marrying them and
other data with law enforcement data to maximize their benefit.

We have also enhanced our analytic capability to exploit this
data source on both micro and macro levels. In fact, the FBI’s ter-
rorist financing operation section has testified before Chairwoman
Kelly’s Oversight and Investigations Subcommittee about the value
of these reports and how they help in their efforts to detect ter-
rorist financing and to disrupt terrorist operations. Such innova-
tions enhance the utility of our analysis as a whole, and it is essen-
tial that we do not reduce the flow of useful information just as the
technical capabilities to exploit this information is reaching new
heights.

That being said, Mr. Chairman, this reporting requirement, like
any reporting requirement with objective criteria, results in report-
ing that has little relevance to the deterrence, detection, and inves-
tigation of financial crime. We also know that depository institu-
tions, particularly our community banks, often identify the time
and expense of filing these reports, currency transaction reports, as
their number one regulatory expense and burden.

So how do we separate the wheat from the chaff, the critical from
the irrelevant? The Congress has previously recognized the need to
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reduce the number of currency transaction reports that may not
have a high degree of usefulness to law enforcement, and you have
directed us to find a way to do that. However, it is clear that our
efforts to encourage the exemption of routine filings on certain cus-
tomers have not brought about the reductions in filing that were
originally sought. It is not surprising that when this committee un-
dertook the effort to draft the bill providing regulatory relief for fi-
nancial institutions that such a bill would contain a provision ad-
dressing currency transaction reporting.

Mr. Chairman, you and members of this subcommittee from both
sides of the aisle requested our assistance in reviewing what had
been proposed. You asked us to work with law enforcement in the
financial community to see if a solution can be found that would
ensure that law enforcement keeps getting the information it
needs, while at the same time relieves some of the burden that this
reporting requirement places on the industry.

Sir, this committee is now considering language that would
amend current exemptions by allowing banks to qualify certain
customers as exempt from routine currency transaction reporting.
I believe this language addresses many of the issues that were
causing the current exemption regime to not have its intended ef-
fect. This language seeks to streamline the exemption process by
focusing on a one-time notice to FinCEN of an exemption and fo-
cusing on the customer’s relationship with the bank as grounds for
such an exemption.

We believe that these changes will make the exemptions more ef-
fective while still ensuring that the currency transaction reporting
information critical to identifying criminal financial activity is
made available to law enforcement. We hope that our efforts were
useful to this committee and we stand ready to continue to work
with you and other interested parties to address these issues as the
legislation is more fully developed and proceeds.

Mr. Chairman, I would like to recognize the leadership of Con-
gressman Hensarling and Congressman Moore on the work on
these provisions. I would also like to recognize the work of their
staffs, the work of your staff, and the committee staff on both sides
of the aisle for their outstanding work. It has truly been a pleasure
to work with all of these individuals.

I would also like to recognize William Langford, who is behind
me here, sir. He is FinCEN’s associate director for regulatory policy
and programs. Mr. Langford was the point man on this issue and
did, in my view, terrific work. I am taking some of the credit for
it and it was really his work.

In conclusion, Mr. Chairman, Congressman Sanders, distin-
guished members of this subcommittee, I hope that my testimony
today conveys the sense of commitment, energy, and balance with
which all of us at the Financial Crimes Enforcement Network are
using to address these challenging issues. The importance of your
personal and direct support of our efforts cannot be overstated.
Your oversight will help us ensure that we meet the challenges
that we are facing. I know how critical it is that we do so, and we
hope you know how committed we are to meeting those challenges.
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Thank you very much. Thank you for your very kind comments
earlier, and I would be very pleased to answer any questions you
may have.

[The prepared statement of William J. Fox can be found on page
100 in the appendix.]

Chairman BACHUS. Thank you.

Governor Olson?

STATEMENT OF HON. MARK W. OLSON, GOVERNOR, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. OLsON. Thank you very much, Mr. Chairman and members
of the subcommittee, for inviting the Federal Reserve Board to par-
ticipate in this very worthwhile hearing on H.R. 3505.

As you and others have indicated, this has been a collaborative
affair involving many members of the committee on both sides of
the aisle. It has involved the participation of the organizations rep-
resented here and numerous others. Congressman Frank said ear-
lier that there is a tipping point at which regulation becomes bur-
densome and ceases to be effective. There also is a tipping point
where good ideas seem to translate into law at some point, and if
this body is representative of the body as a whole, as I suspect it
may be, it seems to me we may be reaching that tipping point to-
ward passing legislation. I commend everybody here involved in
this process.

With the permission of the Chair, I would like first to make some
comments with respect to Hurricane Katrina, as Congressman
Green pointed out, that will suggest what might be effective with
Hurricane Rita.

First, our heartfelt sympathy goes to the people that were im-
pacted by Katrina. It was a tragedy of enormous consequence and
we have felt some of that as part of the Fed family. As of yester-
day, there was still one employee missing from the New Orleans
branch, out of 175. All the remainder are accounted for and, thank-
fully, lived. The Atlanta Fed and other Federal Reserve Districts
responded in a significant and a very rapid way, providing the
needed cash and the check-clearing servicess necessary to allow the
economy to continue to work and provided individuals the oppor-
tunity to restore their lives and their possessions.

There was a great deal of flexibility demonstrated in the manner
in which the Federal Reserve responded, both by changing the
check-clearing, allowing for availability that was consistent with
what their anticipation had been. We made extraordinary efforts to
get cash into the branches and the banks and made continual con-
tact with the banks in order to assist them in maintaining their op-
erations. The most significant part of how the banks responded,
though, had to be done ahead of time. It had to be in terms of their
ability to provide for a continuity of operations and, for the most
part, the banking industry did that exceptionally well.

We have also worked with other agencies in Washington to serve
as a clearinghouse and allow the banks to answer questions or ask
questions and to provide some information on the flexibility that al-
ready exists with respect, for example, to the BSA provisions with
respect to things like cashing checks and opening checking ac-
counts.
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Let me turn now to a couple of the provisions of the bill that we
are particularly concerned about and particularly interested in, and
I would be happy to answer questions on the others. With respect
to the de novo interstate branching, we think that that is an impor-
tant provision, particularly as it impacts banks, smaller banks in
particular on State border areas. This is the final provision of the
interstate banking, the Riegle-Neal bill that allowed for interstate
branching only on a de novo basis. This would affect the remaining
29 States that have not opted in, but would allow for increasing
Eun}l{bers of branches, particularly in smaller areas and by small

anks.

So I would point out that just in 2004 alone, there were an addi-
tional 2,000 branches of banks that were brought into operation
just in 2004 alone. However, we do not want to extend that to in-
dustrial loan companies for reasons that we have elaborated on. We
applaud the small bank examination flexibility. We think that will
relieve some of the burden that was talked about here earlier, and
we think that that is an important provision.

My time has expired, Mr. Chairman. I would be very happy to
answer any questions on any of the other provisions.

[The prepared statement of Hon. Mark W. Olson can be found on
page 166 in the appendix.]

Chairman BacHUS. Thank you, Governor Olson.

At this time, we will hear from Deputy Comptroller Williams.

STATEMENT OF MS. JULIE L. WILLIAMS, FIRST SENIOR DEP-
UTY COMPTROLLER AND CHIEF COUNSEL, OFFICE OF THE
COMPTROLLER OF THE CURRENCY

Ms. WiLLiAMS. Chairman Bachus and members of the sub-
committee, on behalf of the OCC, we welcome the opportunity to
participate in the discussion of H.R. 3505, the Financial Services
Regulatory Relief Act of 2005. I want to especially commend Rep-
resentatives Hensarling and Moore for taking the lead in spon-
soring this legislation.

Regulatory burden is an issue that affects all our Nation’s depos-
itory institutions, but it is a matter of special concern for our com-
munity banks. My written testimony covers this topic very broadly,
and I will just summarize the basic components of it.

First, it describes the OCC’s actions to assist banks and their
customers affected by Hurricane Katrina. Second, it discusses the
work being done by the Federal banking agencies to further the
goals of the Economic Growth and Regulatory Paperwork Reduc-
tion Act of 1996, fondly known as EGRPRA. Third, my testimony
summarizes important initiatives that are being undertaken by the
OCC outside the EGRPRA process to reduce needless regulatory
burden. Fourth, it summarizes what the OCC sees as priority legis-
lative items in H.R. 3505. Fifth, it offers suggestions for reducing
burden and improving the quality of consumer disclosures. And fi-
nally, my testimony offers the OCC’s suggestions for some addi-
tions to H.R. 3505.

In the interests of time, let me touch on just a couple of those
points this morning.

All of us have been greatly moved by the devastation and suf-
fering caused by Hurricane Katrina. The banking system is playing
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a crucial role in helping individuals and their communities get
back on their feet, and the Federal and State bank regulatory au-
thorities are working in close cooperation and have been making
every effort to minimize customers’ disruption and the burden on
banks involved in the recovery and reconstruction effort.

To that end, Comptroller Dugan, as Chairman of the Federal Fi-
nancial Institutions Examination Council, established a special
Katrina Working Group to facilitate this coordination and commu-
nication on the bank supervision issues that have arisen in
Katrina’s aftermath. We are very pleased that Commissioner John
Allison of Mississippi will participate in this working group as the
FFIEC’s State representative.

The OCC and the other agencies have issued guidance on a wide
range of questions that bankers and their customers are raising,
and we will continue to do our part to help those affected by these
events.

Even without the extraordinary events of Hurricane Katrina,
which prompted focus on relief from particular regulatory require-
ments, we should be finding ways to provide relief from unneces-
sary regulatory burden more broadly. These burdens can arise from
regulations, and here we as regulators have a responsibility to en-
sure that the rules that we adopt are no more burdensome than
necessary and to correct rules on the books that do not meet that
test.

In this connection, I would mention the OCC’s participation in
the ongoing EGRPRA-mandated regulatory review that is being
conducted under OTS Director Reich’s able leadership. We have
also undertaken another scrub of our regulations, the regs that are
unique to OCC, and we have participated in several interagency
initiatives outside of the EGRPRA process in order to identify op-
portunities to reduce regulatory burden. Recent amendments to the
Community Reinvestment Act regulations and the currently ongo-
ing project to develop clearer, shorter and more effective privacy
notices are two examples of this.

Some regulatory burden is derived from Federal legislation and,
thus, change requires action by Congress. In past testimonies be-
fore this subcommittee, the OCC has provided detailed summaries
of our recommended legislative changes. Most of those items are in-
cluded in H.R. 3505, and they are discussed in detail in my written
testimony. Several other items that are not part of H.R. 3505 are
noted in my testimony as well with our recommendation that the
subcommittee consider them as this legislation moves forward.

We also support efforts being led by FinCEN to identify ways to
reduce burdens arising from BSA-related requirements without
compromising tools that are valuable to law enforcement.

In conclusion, Mr. Chairman, on behalf of the OCC, let me ex-
press my appreciation to you and the subcommittee for these hear-
ings. We strongly support responsible burden reduction initiatives.
We are committed to assisting those whose lives and businesses
were disrupted by Hurricane Katrina and those who may be simi-
larly impacted by Hurricane Rita. We express our sincere sym-
pathies to all the people affected in the disaster areas and the fam-
ilies who have lost loved ones.
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We look forward to working with you and your staff and our reg-
ulatory colleagues on all of these efforts. Thank you very much.

[The prepared statement of Julie L. Williams can be found on
page 184 in the appendix.]

Chairman BACHUS. Thank you, Comptroller.

General Counsel Kroener?

STATEMENT OF MR. WILLIAM F. KROENER, III, GENERAL
COUNSEL, FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. KROENER. Chairman Bachus and members of the sub-
committee, I appreciate the opportunity to present the views of the
FDIC on H.R. 3505, the proposed legislation to provide regulatory
burden relief. The FDIC shares the subcommittee’s continuing com-
mitment to this important endeavor to eliminate unnecessary bur-
den and streamline and modernize laws and regulations as the fi-
nancial industry evolves.

The Federal bank and thrift regulatory agencies have been work-
ing together over the last few years to identify regulatory require-
ments that are outdated, unnecessary, or unduly burdensome in ac-
cordance with the requirements of the Economic Growth and Regu-
latory Paperwork Reduction Act of 1996. The agencies have identi-
fied numerous proposals to reduce regulatory burden, and the
FDIC is pleased that quite a few of them are included in H.R.
3505. The FDIC continues to work with the other agencies in an
effort to achieve further consensus and, as required by law, we will
be submitting a final report to Congress with legislative rec-
ommendations next year.

Before discussing our general regulatory burden relief efforts,
with the consent of the Chair I would like to take a moment to up-
date the subcommittee on recent activities by the FDIC and other
Federal agencies in response to Hurricane Katrina. As you know,
all the Federal banking agencies recognize the challenges faced by
financial institutions in the aftermath of Hurricane Katrina and
the need for discretion and flexibility in enforcement of regulatory
requirements and the exercise of supervisory responsibilities. We
have provided timely information regarding the availability of
banking services and posted information for consumers and bank-
ers in the affected States on our Web site.

The FDIC has asked insured financial institutions to consider all
reasonable and prudent steps to meet the financial needs of their
customers and communities. In cooperation with the other Federal
agencies, we have also provided banks with written guidance on
check-cashing and opening new accounts. The banking regulators
have encouraged banks to meet the financial needs of the hurricane
victims in a number of ways, including waiving ATM fees, easing
restrictions on check-cashing, and being flexible in their approach
to verifying the identity of displaced individuals. Examiners, like
bankers, are fully aware that this is the right thing to do under
the circumstances. With Hurricane Rita on its way, you can expect
similar actions by the regulators.

In previous natural disasters, Congress temporarily relaxed
prompt corrective action requirements for affected institutions that
had an influx of deposits from flood-related insurance proceeds and
Government assistance. Due to the widespread nature and severity
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of the damage, as well as the dollar-volume of relief funds that will
be flowing to the area, we believe many banks would avail them-
selves of similar relief if it were offered by the Congress in re-
sponse to Katrina.

Turning to general regulatory burden relief, the interagency
EGRPRA effort led by our former vice chairman, John Reich, who
is now Director of the OTS, has resulted in an interagency con-
sensus on 12 regulatory burden relief proposals. As outlined in my
written statement, five of these proposals currently are included in
H.R. 3505, as well as a variation on the sixth. The FDIC joins with
the other Federal banking agencies in supporting inclusion of the
remaining six proposals in the current regulatory relief legislation.
Those are identified and described in detail in my written state-
ment.

The last item among that enumeration, increased flexibility for
flood insurance, was agreed upon among the agencies. In light of
the Gulf Coast hurricane damage, we will continue to work to de-
velop this and seek additional ideas to improve the flood insurance
program. The FDIC has worked closely with the subcommittee in
developing several of the provisions contained in the proposed leg-
islation that will help the FDIC become more efficient and effective
in the regulation of insured institutions. We appreciate the inclu-
sion of these proposals in H.R. 3505.

The FDIC respectfully recommends that the subcommittee con-
sider certain additional regulatory relief items in the bill that
would help us improve our supervisory efforts. The appendix to my
written testimony contains the relevant language.

In conclusion, I thank you for the opportunity to present the
FDIC’s views on these issues. The FDIC supports the subcommit-
tee’s continued efforts to reduce unnecessary burden on insured de-
pository institutions, and I look forward to the subcommittee’s
questions.

Thank you.

[The prepared statement of William F. Kroener, III can be found
on page 119 in the appendix.]

Chairman BAcCHUS. Thank you, General Counsel Kroener. Please
convey to Chairman Powell—as well, Ms. Williams, if you will, to
Comptroller Dugan—I know of their work in this regard, but con-
vey to Chairman Powell the many compliments we have gotten
from banks in the area of Alabama, Mississippi, and Louisiana.

Mr. KROENER. Thank you, Mr. Chairman. I will do so, and we
will continue our hard efforts in light of impending events.

Chairman BacHUS. Thank you.

At this time, the chief counsel for the Office of Thrift Super-
visions, Mr. John Bowman.

STATEMENT OF MR. JOHN E. BOWMAN, CHIEF COUNSEL,
OFFICE OF THRIFT SUPERVISION

Mr. BOWMAN. Good morning, Chairman Bachus, Ranking Mem-
ber Sanders, and members of the subcommittee, as well as Chair-
man Oxley and Ranking Member Frank of the full committee.

I want to thank you, Mr. Chairman, for holding this hearing. I
want to thank Congressmen Hensarling and Moore, the sponsors of
H.R. 3505, for their leadership and focus in this area.
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Regulatory relief is an important issue for our director, John
Reich, who has led the interagency EGRPRA project. Director
Reich is continuing his work on this project and is committed to see
it through to a successful completion. Director Reich has asked me
to convey to you our full support and to make available our full re-
sources to assist you in your efforts to enact legislation to address
the issues we discuss today.

It is always important to remove unnecessary regulatory obsta-
cles in our financial services industry that hinder profitability, in-
novation, and competition and, in turn, job creation and economic
growth. In the aftermath of Hurricane Katrina, these issues take
on even greater significance with the need to make sure that we
do what is necessary to carry out the laws and policies of Congress,
while also providing maximum assistance and flexibility to institu-
tions and customers in the areas affected by the hurricane.

From a bank regulatory perspective, economic recovery requires
patience, good communications with our institutions, a significant
degree of regulatory common sense to do what is necessary and
forego what is not, and lots of hard work. With your permission,
I will forego the rest of my discussion regarding OTS’s efforts on
behalf of the Hurricane Katrina interagency task force, given the
discussion by my colleagues.

Today you will hear about numerous proposals to eliminate old
laws that while originally well intended no longer serve a useful
purpose. While many of these items are not directly relevant to
hurricane relief efforts, even marginal measures of relief may be
helpful in the long run and should not be overlooked.

Before addressing these issues, it is important to note that there
are two areas in particular that our institutions have identified as
unduly burdensome: the Bank Secrecy Act requirements and the
rules under Sarbanes-Oxley. Virtually all institutions raised these
two issues as regulatory relief priorities. However, the impact of
these statutory provisions is often most acute for smaller commu-
nity-based institutions.

One proposal discussed today provides BSA relief via a filing ex-
ception for certain currency transaction reports of so-called
"seasoned” customers. OTS is fully supportive of efforts to provide
meaningful BSA relief to the institutions we regulate that are con-
sistent with the requirements of the BSA and the needs of law en-
forcement. We will strongly support any burden reduction proposal
to streamline existing BSA requirements, provided it is supported
by FinCEN, not objected to by law enforcement, and it provides
meaningful relief that fully outweighs any diminished utility to the
BSA.

In my written statement, I describe a number of proposals that
would significantly reduce regulatory burden on savings associa-
tions. Four things that we believe provide the most significant re-
lief for savings associations are eliminating duplicative regulation
of savings association under the Federal securities laws, elimi-
nating the existing arbitrary limits on savings association con-
sumer lending activities, updating commercial and small business
lending limits for savings associations, and establishing a statutory
succession authority for the position of the OTS Director.
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Currently, banks and savings associations may engage in the
same types of activities covered by the investment adviser and
broker-dealer requirements of the Federal securities laws. These
activities are subject to supervision by the banking agencies that
is more rigorous than that imposed by the SEC. Yet, savings asso-
ciations are subject to an additional layer of regulation and review
by the SEC that yields no additional supervisory or consumer ben-
efit.

While the bank and thrift charters are tailored to provide powers
focused on different business strategies, in areas where powers are
similar, the rules should be similar. No sound public policy ration-
ale is served by imposing additional and unwarranted administra-
tive costs on a savings association to register as an investment ad-
viser or as a broker-dealer under the Federal securities laws. OTS
strongly supports Section 201 of H.R. 3505 to exempt savings asso-
ciations from these duplicative investment adviser and broker-deal-
er registration requirements.

Another important proposal for OTS is eliminating a statutory
anomaly that subjects the consumer lending authority of Federal
savings associations to a 35 percent of assets limitation, but per-
mits unlimited credit card lending. This exists even though both
types of credit may be extended for the same purpose. Removing
the 35 percent cap on consumer lending will permit savings asso-
ciations to engage in secured consumer lending activities to the
same extent as unsecured credit card lending. This makes sense for
regulatory burden reduction and for reasons of safety and sound-
ness.

Consistent with this, we support expanding the scope of Section
208 of H.R. 3505 to include all consumer loans, not just auto lend-
ing. We also support Section 212 of H.R. 3505 updating statutory
limits on the ability of Federal thrifts to make small business and
other commercial loans. In the interests of time, legislation remov-
ing the current limit on small business lending and increasing the
cap on other commercial lending will provide savings associations
greater flexibility to promote safety and soundness through diver-
sification, more opportunities to counter the cyclical nature of the
mortgage market, and additional resources to manage their oper-
ations safely and soundly.

A final but important issue is the statutory succession authority
for the position of OTS Director. This issue is as important to the
thrift industry as it is to OTS. We strongly urge consideration of
provisions authorizing the Treasury Secretary to appoint a succes-
sion of individuals within OTS to serve as OTS acting Director in
order to assure agency continuity. It is also important to modernize
the existing statutory appointment authority for the OTS Director
by providing every appointee a full 5-year term.

Finally, OTS is committed to reducing regulatory burden wher-
ever it has the ability to do so, consistent with safety and sound-
ness and consumer protections. We look forward to working with
the subcommittee to address these and the other regulatory burden
reduction items addressed in my written statement. I would be
happy to answer your questions.

Thank you.
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[The prepared statement of John E. Bowman can be found on
page 59 in the appendix.]

Chairman BACHUS. Thank you very much.

At this time, General Counsel Robert Fenner from the National
Credit Union Administration.

STATEMENT OF MR. ROBERT M. FENNER, GENERAL COUNSEL,
NATIONAL CREDIT UNION ADMINISTRATION

Mr. FENNER. Thank you, Mr. Chairman, Representative
Hensarling, other members of the subcommittee. I appreciate the
opportunity to be here today to present NCUA’s views on H.R.
3505.

At the start, and without going into all of the details of our Hur-
ricane Katrina relief and recovery efforts, let me just mention that
in the immediate aftermath of the hurricane, we had 131 credit
unions whose operations were at least partially disrupted, a num-
ber of single-office credit unions in the City of New Orleans where
their office and their records were literally underwater. I am
pleased to report that as of the end of last week, all of these credit
unions were again at least partially operational, providing access
to funds and other services to their members.

I will focus in the remainder of my oral remarks on Title IIT of
H.R. 3505, the credit union provisions. I want to start by saying
NCUA does strongly support these provisions. We believe they will
remove unnecessary regulatory restraints and enable credit unions
to provide better, more efficient, and lower-cost service to their
membership.

As one example, Section 307 will allow Federal credit unions to
provide check-cashing and wire transfer services to anyone in their
field of membership. This provision is especially important to Fed-
eral credit unions in serving individuals of limited income or lim-
ited means. Individuals who do not have mainstream financial
services available to them are often forced to pay excessive fees for
services such as check-cashing, money orders, and wire transfers.
Allowing Federal credit unions to provide these services to anyone
in their field of membership will provide lower-cost alternatives for
the unbanked and foster familiarity with and trust in conventional
financial institutions.

Other important provisions include Section 305, which will allow
Federal credit unions the flexibility to invest up to 3 percent of
their assets in credit union service organizations, providing finan-
cial-related services to both credit unions and their members; Sec-
tion 303, which will allow Federal credit unions to diversify their
assets and improve their earnings by making limited investments
in corporate debt securities; and Section 314, which will clarify that
when two credit unions decide to voluntarily merge, the statutory
net worth of both credit unions is combined to form the net worth
of the continuing credit union.

Mr. Chairman, with respect to this issue, I would like to ac-
knowledge and thank both you and Ranking Member Sanders for
your support and for the separate introduction of H.R. 1042, which
would specifically address and correct this inconsistency between
the federal Credit Union Act and pending changes in accounting
rules.
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Finally, while not included in H.R. 3505, we respectfully urge the
subcommittee’s consideration of reform of the prompt corrective ac-
tion capital requirements for federally insured credit unions. The
current statutory capital regime for credit unions establishes an
unnecessarily high leverage ratio that penalizes low-risk credit
unions, that deprives credit unions of the ability to use excess cap-
ital in the manner that best serves the interests of their members,
and that makes it difficult for NCUA to use risk-based capital as
an effective supervisory tool.

Our proposed solution, which is set forth as Title I of the CURIA
bill, H.R. 2317, addresses these concerns we believe in a manner
that is consistent with the capital standards for FDIC-insured in-
stitutions, that reflects the unique capitalization structure of the
national credit union share insurance fund, and that ensures the
continued safety and soundness of both insured credit unions and
our fund.

Again, thank you for the opportunity to be here today. I look for-
ward to answering your questions.

[The prepared statement of Robert M. Fenner can be found on
page 92 in the appendix.]

Chairman BACHUS. Thank you.

Now, we will hear from the commissioner of the Texas Depart-
ment of Banking, Mr. Randall James.

STATEMENT OF MR. RANDALL S. JAMES, COMMISSIONER,
TEXAS DEPARTMENT OF BANKING, ON BEHALF OF THE CON-
FERENCE OF STATE BANK SUPERVISORS, INC.

Mr. JAMES. Good morning, Chairman Bachus, members of the
committee. For the record, I am Randall James, Texas banking
commissioner, and I am pleased to be here today on behalf of the
Conference of State Bank Supervisors.

Thank you for inviting CSBS here today to discuss strategies for
reducing the unnecessary regulatory burden on banks, specifically
H.R. 3505, as set forth by Congressman Hensarling and Congress-
man Moore. Our members are the chartering authorities and pri-
mary regulators of the majority of our Nation’s financial institu-
tions, including the vast majority of our community banks.

Chairman Bachus, we do applaud your longstanding commitment
to ensuring that regulations serve the public interest without im-
posing unnecessary compliance burdens on financial institutions.
At the State level, we are constantly balancing the need for over-
sight and consumer protection with the need to encourage competi-
tion and entrepreneurship. We see continuing opportunities for
Congress to streamline and rationalize regulatory burden, espe-
cially for community banks. This testimony will review and update
several issues that we have previously discussed in this forum.

Our current regulatory structure and statutory framework may
recognize some differences between financial institutions, but too
often mandates a one-size-fits-all requirement. CSBS endorses ap-
proaches that recognize and encourage the benefits of diversity
within our banking system. New Federal requirements are often
unduly burdensome on smaller or community-based institutions, as
has been referenced here frequently this morning. Therefore, my
colleagues and I are especially pleased to see provisions in the cur-
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rent bill that recognize the growing disparity in our financial serv-
ices industry and the impact that this has on our economy.

Targeted relief for community banks is an essential component
of any regulatory reform bill, and we strongly endorse several new
provisions of H.R. 3505 that provide this relief. These new provi-
sions taken from Congressman Ryun’s Communities First Act will
reduce burden on these community-based institutions without cre-
ating new risks to safety and soundness.

We are also pleased to see that H.R. 3505 seeks to address the
industry’s concerns about the Bank Secrecy Act, also alluded to fre-
quently this morning. Currency transaction reports and suspicious
activity reporting requirements are reducing collection require-
ments and making them more consistent. We definitely want to ac-
knowledge the efforts of FinCEN and the Federal banking agencies
with whom we have worked to develop clear risk-based BSA exam-
ination procedures. We welcome the additional study on these
issues that H.R. 3505 calls for.

We ask that the committee include several additional regulatory
burden relief provisions in any legislation it approves. First, CSBS
believes that a State banking regulator should have a vote on the
Federal Financial Institutions Examination Council, the coordi-
nating body of banking agencies. We recommend that Congress
change the State position in FFIEC from one of observer to that
of a full voting member.

CSBS also favors a provision that would give the Federal Re-
serve the necessary flexibility to allow State-chartered member
banks to exercise the powers granted by their charters, as long as
these activities pose no significant risk to the deposit insurance
fund. Current law limits the activities of State-chartered Fed mem-
ber banks to those activities allowed for national banks.

In addition, CSBS strongly support FDIC’s recent rule making
Federal deposit insurance available to State-chartered banks that
organize as limited liability corporations, or LLCs. Only a handful
of States now allow banks to organize as LLCs, including Maine,
Nevada, Vermont, Texas and most recently, Utah. More States may
consider this option, however, because the structure offers the
same tax advantages as Subchapter S corporations, but with great-
er flexibility. Unfortunately, an Internal Revenue Service regula-
tion currently blocks pass-through tax treatment for State-char-
tered banks. We ask this committee to encourage the IRS to recon-
sider its interpretation of the tax treatment of LLCs.

In conclusion, as you consider additional ways to reduce burden
on our financial institutions, we urge you to remember that the
strength of our banking system is its diversity. While some Federal
intervention may be necessary to reduce burden, relief measures
should allow for further innovation and coordination at both the
State and the Federal levels and among community-based institu-
tions, as well as among the largest providers. A responsive and in-
novative State banking system that encourages community bank-
ing is essential to creating local economic opportunities.

We commend you, Mr. Chairman and the members of the sub-
committee, for your efforts in this area. We urge you to move this
bill through the House of Representatives in this session of Con-
gress. We thank you for the opportunity to testify, and I look for-
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ward to responding to any questions that you or members of the
committee might have.

Thank you.

[The prepared statement of Randall S. James can be found on
page 104 in the appendix.]

Chairman BACHUS. Thank you, Commissioner James.

At this time, Deputy Commissioner George Latham from the Bu-
reau of Financial Institutions of Virginia State Corporation Com-
mission.

STATEMENT OF MR. GEORGE LATHAM, DEPUTY COMMIS-
SIONER, CREDIT UNIONS, BUREAU OF FINANCIAL INSTITU-
TIONS, VIRGINIA STATE CORPORATION COMMISSION, ON
BEHALF OF THE NATIONAL ASSOCIATION OF STATE CREDIT
UNION SUPERVISORS

Mr. LATHAM. Thank you, Chairman Bachus. I an deputy commis-
sioner of financial institutions for the Commonwealth of Virginia.
Thank you and the committee for the opportunity to be here. I do
want to add that I am a past chairman of the Board of the Na-
tional Association of State Credit Union Supervisors, or NASCUS,
who I am here on behalf of today.

NASCUS is pleased to have this opportunity to share our
thoughts about H.R. 3505, the Financial Services Regulatory Relief
Act of 2005. Capital reform continues to be a critical concern for
the Nation’s credit unions. The first important provision is the
amendment to the definition of “net worth” in this bill. Such a
change would cure the unintended consequences for credit unions
of the Financial Accounting Standards Board’s business combina-
tion accounting rules. This provision amends the definition of “net
worth” to include the retained earnings of a merging credit union
with that of a surviving credit union. NASCUS believes this provi-
sion is imperative to preserve the option of mergers for regulators
who use this as a safety and soundness tool.

NASCUS also appreciates that the bill includes a provision that
allows privately insured credit unions to access the Federal Home
Loan banks. Moreover, NASCUS supports a provision that amends
FDICIA so that State supervisors have the examination and en-
forcement oversight of privately insured credit unions. This author-
ity ensures that State regulators could enforce compliance with dis-
closure requirements for privately insured credit unions.

NASCUS believes another important capital reform should be an
amendment to prompt corrective action or PCA. Such an amend-
ment should broaden the definition of “net worth” and also provide
flexibility. The Federal Credit Union Act establishes mandatory
PCA requirements for credit unions. However, it does not provide
flexibility to temporarily waive these requirements. It also limits
the net worth of a credit union to just its retained earnings.

Hurricane Katrina provides an excellent example of the need for
flexibility. Although State credit union regulators helped ensure
that operations would continue in a safe and sound manner in
those States that were affected, these regulators are soon going to
be shifting their concerns to credit unions meeting PCA standards.
Many credit unions affected by Hurricane Katrina will need re-
tained earnings to rebuild.



27

It is also predicted that many members will walk away from loan
obligations because their car or home, which secured their loan, no
longer exists. As retained earnings are depleted for relief efforts,
regulators will be faced with downgrading credit unions for not
meeting PCA requirements. This demonstrates how viciously this
cycle hurts American consumers.

I would like to add that NASCUS and its State regulatory mem-
bers have done quite a bit to support the efforts to relieve the con-
ditions brought about by Katrina. State credit union regulators
have offered manpower and computers and other resources to their
colleagues in the affected States. NASCUS has a reserve examina-
tion program which recruits former examiners who are retired or
even examiners who are active at this time to go in and do exami-
nations in affected areas.

NASCUS has been working with NCUA in a number of ways,
teleconferencing and briefings. We also have information on our
Web site. So NASCUS stands ready to assist in the relief efforts
for the victims of Hurricane Katrina.

NASCUS also has a longstanding policy supporting risk-based
capital for credit unions. A risk-based capital solution should be in-
cluded in H.R. 3505. Risk-based net worth and alternative capital
are complementary capital reforms. In July, a team of NASCUS
regulators and credit union executives created a white paper pre-
senting both equity and debt models for alternative capital. The in-
struments presented are designed to preserve the not-for-profit,
mutual, member-owned and cooperative structure of credit unions.
We shared the white paper with the credit union community for
study and for feedback. Additionally, it is attached to our written
testimony and we appreciate the subcommittee’s consideration of it.

We believe further regulatory relief is needed in H.R. 3505 for
member business lending. The statutory limit on credit union mem-
ber business loans should be raised to 20 percent of total assets.
We further support language that would amend the current defini-
tion of “member business loans” by granting NCUA the authority
to exempt loans of $100,000 or less.

NASCUS appreciates the importance of the Bank Secrecy Act, or
BSA, and thus supports those provisions in the bill as well. State
credit union regulators believe they have the safety and soundness
responsibility to encourage State-chartered credit unions to comply
with all applicable BSA laws and regulations. We are pleased that
the bill provides further flexibility to the secretary of the treasury
to grant currency transaction report exemptions.

NASCUS believes the enforcement of the program section of H.R.
3505 should be modified to reference State regulators as contrib-
uting members of FFIEC. The partnership between State and Fed-
eral regulators is important to ensure enforcement and monitoring
of BSA and anti-money-laundering compliance. The BSA provisions
in the bill are a step in the right direction of balancing the report-
ing burden with information needed by enforcement agencies.

In the interests of time, please refer to the last page of our writ-
ten testimony for other issues of importance to NASCUS which I
will not highlight at this time.

NASCUS appreciates the opportunity to testify on the provisions
of H.R. 3505. We welcome further participation in the discussion
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and deliberation of this legislation, and certainly I am open to an-
swering any questions that you may have.

[The prepared statement of George Latham can be found on page
145 in the appendix.]

Chairman BacHUS. Thank you. We appreciate that.

At this time, I might say to members of the committee we have
many Members of Congress, of course Galveston is in Gene Green’s
district, but the district of our fellow member, Mr. Al Green, is
right to the left of that as you look at a map. And also, Mr.
Hinojosa’s and Mr. Paul’s districts are impacted, as well as several
other members.

At this time, I am going to yield my 5 minutes to Mr. Green be-
cause obviously he needs to get back to the more pressing needs
of his district, for questioning.

Mr. GREEN. Thank you, Mr. Chairman. I greatly appreciate your
consideration. On behalf of the many Members who will be tra-
versing the distance back to our districts to attend to the needs of
our constituents, I thank you on their behalf as well. While they
are not members of the committee necessarily, they appreciate your
kind words.

I would like to indicate that I am most appreciative of some of
the information that I received with reference to how lending insti-
tutions will work with people who have loans. My understanding
is that some institutions will have a moratorium for approximately
3 months on foreclosures, late fees, and other aspects of loans that
might involve some penalties. I compliment you for this.

I have talked to a number of persons, persons who were in good-
standing in their communities. In fact, one is a banker. They tell
me that 3 months may not be enough, given that they cannot get
to their homes. These are people who are victims of Katrina. They
cannot get adjusters out to look at some of the concerns that have
to be addressed, and they are just not sure what their fate is right
now.

Can someone give me an indication as to how you would rec-
ommend that we handle this? I know that a case-by-case basis is
ultimately what will be said, but how can we encourage something
a little bit more standardized, if you will, to address some of these
concerns? I welcome anyone’s comment.

Ms. WiLLIAMS. Congressman, let me just start by addressing one
of the points that you just made: that individual circumstances
may differ and that 3 months may not be enough. The guidance
that the banking agencies issued very shortly after Katrina hit urg-
ing the institutions that we supervise to be flexible and to be re-
sponsive to their customers’ needs is fully applicable to longer-term
needs, and it will be fully applicable if, unfortunately, it is nec-
essary to apply it in the circumstances of Hurricane Rita.

Certain customers may be able to get back on their feet more
quickly than others. We are strongly urging the institutions that
we supervise to work with all their customers, to recognize the
needs of those customers, and to be flexible, to forbear, to look for
opportunities to restructure based on the needs presented by the
particular customers.

Mr. GREEN. Yes, sir?
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Mr. OLsoN. Congressman, I will associate with what Julie Wil-
liams said, but add one other part to that. The bankers that work
in branches or in bank locations operate under a set of rules. Some
of which are the institution’s own internal guidelines, and some of
which are laws and regulations. In some cases, we have found fol-
lowing Katrina there are some bankers that have had no reason in
the past to try to sort those out as to which is which.

The significance of it is that we have had questions from time
to time regarding policies that that person has always been oper-
ating under that in fact is an internal policy as opposed to a regu-
lation, but they have always thought of it as a regulation. What we
have made an effort to do is try to help the bankers understand
where there is flexibility. Many of the things that you have talked
about which are important, there perhaps is flexibility within the
institution’s own standards under the regulations to comply with.

Mr. GREEN. Thank you.

Quickly, because I know time is of the essence, the CRA, the
Federal Reserve Board, the Office of the Comptroller of the Cur-
rency and the FDIC recently promulgated a new CRA regulation.
Pursuant to this regulation, certain institutions will receive CRA
credit for making loans.

While this is a good thing, the concern is if we have persons who
are displaced and they receive loans, can these institutions get
CRA credit for making loans to displaced individuals, as opposed
to displaced businesses? Does anyone have a comment on that?

Ms. WiLLiAMS. Congressman, again, I think that we would look
for ways to try to provide some flexibility in that respect. We have
pending in draft form a series of interagency questions and an-
swers that are designed to provide some elaboration on the recently
revised CRA regulation. Your queston is an excellent one for us to
see if we can provide some clarification on.

Mr. GREEN. As you do so, I would encourage you to be as flexible
as you can so that the banks can get the credit, which is an incen-
tive to make the loans to the individuals who have been displaced.
We are talking about people who really need these bootstraps. They
will pull themselves up if they are given the bootstraps. This would
provide that opportunity for them to have bootstraps.

I thank you very much, Mr. Chairman, for the time.

Chairman BACHUS. Thank you, Mr. Green.

At this time, we are going to recess. There are votes on the floor
and we will reconvene at approximately 12:10 p.m., if that is okay.
Mr. Hensarling will be in the chair when we reconvene. I think
there are two other members who wish to answer questions. So we
will recess until that time.

Thank you. The committee is temporarily adjourned.

[Recess.]

Mr. HENSARLING. [Presiding.] The subcommittee will come to
order.

I appreciate the indulgence of our panelists. However, if history
is our guide, you will see the proceedings move rather rapidly,
given that it is the lunch hour. So hopefully, we will not hold you
too long.

At this time, the Chair would recognize himself for 5 minutes.
Mr. Fox, I would like to give my first question to you. First, I want
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to thank you. In your testimony I cannot help but see the phrase
“cost and benefit.” As you say, we must strike the right balance be-
tween cost and benefit. I assure you that that is a phrase that is
rarely heard within the halls of Congress. As a graduate with a de-
gree in economics from Texas A&M University, it is certainly music
to my ears. I appreciate the good work that you have done with in-
dustry and with law enforcement on the issue of BSA relief.

Clearly, and in another part of your testimony, I think you indi-
cate it is a question of balance, and indeed it is. I remember some-
time after 9/11 a CEO of an airline came up to me and said that
finally we had discovered the perfect security measure for pas-
senger air travel, and that was that passengers will no longer be
allowed on commercial airlines.

[Laughter.]

Indeed, there is a balance and clearly the terrorists win when we
lose our essential freedoms, including the freedom of commerce. In
looking at some of your earlier testimony, I think you indicated
that just within the last year there was a 37 percent increase in
SARs and that a number of these reports I think you characterized
as being in the nature of a defensive filing. I think you said, and
let me quote from your earlier testimony of May before our over-
sight committee, “If these trends continue, consumers of the data,
law enforcement, regulatory agencies, and intelligence agencies will
suffer,” and that “we are concerned as financial institutions spend
time and resources on increased filing, the quality of reporting on
truly suspicious activity will degrade.”

Can you go into a little bit of detail on how the language, the
exem‘%)tion dealing with seasoned customers, will address this
issue?

Mr. Fox. Congressman, I am not actually sure it will get to the
suspicious activity report issue that you raised, which is an incred-
ibly important issue. The seasoned customer language have really
addresses currency transaction reporting, which is a more objective
reporting requirement.

I think the cause of defensive filing of suspicious activity report-
ing, in other words the reporting that is required when an institu-
tion comes across financial activity that it judges to be suspicious
under our regulatory scheme and reports to the Government, was
caused in large measure by institutions perceiving a very grave
regulatory and reputational risk from running afoul of this regu-
latory regime.

I think that we have, sir, worked incredibly well with my col-
leagues at the table, the five Federal banking agencies in par-
ticular, but also the Conference of State Bank Supervisors, to sort
of tamp that concern down. What we are hearing, sir, and this is
anecdotal right now and I do not have stats, is that institutions are
getting that message. They are really not as nervous, I guess, as
they might have been a year ago.

Mr. HENSARLING. If T could, though, over roughly 30 years, we
have developed this regime and quite often in Congress we put new
regulations on top of old regulations. Is there still some overlap be-
tween the SARs, the CTRs, the Patriot Act, customer identification
programs? If you were designing this program from scratch, is this
what you would end up with? Is there further work we can do?
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Mr. Fox. I think there is further work we can do, and the work
that you, sir, have done on the currency transaction reports is an
example of that. But I would say, sir, that these reporting require-
ments and the customer identification programs that were imple-
mented by the Patriot Act, while clearly a burden, do fit well to-
gether to weave a very sound anti-money-laundering program not
only for the institution, but for our financial system. It makes it
more clean, more transparent, frankly safer.

Mr. HENSARLING. Again, thank you for your help and your work
in this area.

Mr. Fox. My pleasure.

Mr. HENSARLING. Five minutes travels rapidly.

Mr. James, you and I have a hurricane headed toward our home
State. What have we learned in the last few weeks? What should
this committee know and do?

Mr. JAMES. Mr. Hensarling, the first item on the agenda is al-
ways people, taking care of the people. The second item on the
agenda that I think this committee needs to be aware of is the ex-
tensive communication efforts that have existed among the Federal
and State regulators of the affected areas resulting from Katrina.
That communication has assisted in numerous ways among the
regulators in easing up in areas where we could ease up and in
providing some comfort to the institutions.

Following right on the heels of that, the communication has al-
ready begun with regard to Hurricane Rita. That communication
has started with the regulators and then I would like to place on
the record that yesterday afternoon the Independent Bankers of
Texas and the Texas Bankers Association got together and hosted
a call that included the area regulators, as well as some 300 finan-
cial institutions, to go over immediate issues. That call is going to
be occurring again tomorrow morning at 9 o’clock. That commu-
nication, I believe, is extremely important to discuss issues of cash
availability, of cash letter direction, of liquidity issues, or branch
openings issues, of where people are issues, of how to deal with sit-
uations, and how to proceed.

I would suggest to this committee that the bankers in the State
of Texas, along with the Federal and State regulators, are working
everything we can to make sure everything gets back up and run-
ning, because this hurricane will come, but it will be also pass. And
we are very interested in what comes next.

Mr. HENSARLING. Thank you. Please know that I am sure that
on behalf of this committee and on behalf of the Texas delegation,
we stand ready to help in any way that we can.

My time has expired. The Chair would now recognize Ms.
Maloney from New York.
hMrs. MALONEY. Thank you very much for your leadership on
this.

I would like to ask Mr. Bill Fox, you said in your testimony that
technology is just catching up with the filing requirements. I would
like to know how FinCEN is doing this in more detail. Last spring,
the Treasury IG reported that FinCEN was not able to process the
Bank Secrecy Act filings effectively. I understand that you are try-
ing to address this. Can you explain where FinCEN is regarding
this issue?
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Mr. Fox. Thank you, Congresswoman. We are working very hard
to develop and implement a new cornerstone system, a system that
we are calling BSA Direct. This system will have an electronic fil-
ing component, a very modern data warehouse, as well as a very
modern Web-based secure way to disseminate the information that
we collect to law enforcement.

We are working on this very, very diligently right now. It is very
close to deployment and testing. We are very excited about it. It
will replace a system that was cutting-edge in 1990. We are
thrilled that law enforcement, and I think our colleagues in the
reulationg agencies, are very supportive of this effort. I think it is
going to make a great difference.

" MI‘S.?MALONEY. Does FinCEN support this bill that we have be-
ore us?

Mr. Fox. I would like to discuss the one Bank Secrecy Act issue,
the currency transaction reporting provision. We will have some
thoughts on the other Bank Secrecy Act provisions; however, we
have not focused as much on them because we were working so
diligently on the currency transaction reporting provision. We will
continue to work with the staff from both sides of the aisle.

Mrs. MALONEY. On the idea of having seasoned customers, those
that the bank knows, that they have conducted business with, that
they trust, exempting them from all this paperwork, do you support
that? This is an idea we are doing also with the airports. Those
people who fly often—they know who they are—can have certain
cards so they can go through faster. Because we are so conscious
about security, and as one who represents target number one, New
York City, I am concerned about it.

Do you support that philosophically? Do you support that direc-
tion?

Mr. Fox. Yes, ma’am. I think the technical assistance that we
have provided to the committee in developing the language will sat-
isfy us, law enforcement, and the industry. It will eliminate some
of the reports that are maybe not as relevant or as highly relevant
to the detection of financial crime.

From an intelligence perspective, ma’am, I will tell you that all
information is valuable. I think law enforcement will also tell you
all information is valuable. I think it is our job at FinCEN to try
to balance the reporting requirements with the burdens that we
are putting on the industry, and I think, frankly, this language is
one way to reach that balance.

Mrs. MALONEY. I think that is important, also the testimony we
have gotten in prior hearings where there is so much information
that no one is even looking at it, which we saw in the 9/11 report.
A lot of this information was in certain places, but no one was look-
ing at it. So if you are so overburdened with information you can-
not even process it, we are not helping combat the terrorism, the
money laundering, and we certainly are overburdening particularly
these smaller and mid-size firms to the point they say that the fi-
nancial burden and time burden is almost unbearable.

On the theme of balance, I would like to raise a challenge that
we have in the district that I represent for financial service centers
which serve a large number of unbanked workers, particularly in
areas that are poverty-designated areas. There are many unbanked
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workers. They have expressed serious concern about banks dis-
continuing their accounts. Many of them, the banks say that OCC
had guidelines that told them they had to discontinue these ac-
counts.

One of the things we do not want to do is cut off banking services
for people. I know that you have taken this seriously. We have
talked to your office about it and recognize that banks’ disruption
of services will force these check cashers underground or in other
ways which we do not want. Can you tell us what has happened
on this front since last summer when FinCEN held its conference
on the issue and it appeared that positive steps were being taken?
I have heard since that little improvement has actually happened,
despite the right things being said.

I will tell you some of the larger institutions that are trying to
do absolutely everything right. They are hiring consultants and ev-
eryone else to help them make sure they are doing everything
right. They have the best intentions. Everyone wants to do every-
thing right. Some of these consultants will say, well, just get rd
of any questionable area. You just do not need to deal with it. So
they are closing down these services. They are not participating
and it is causing now in New York City we only have one bank that
will support unbanked workers.

So could you comment please on this? It is an access to financial
services issue. I think it is important because if we do not have ac-
cess, then the Government has to come in and create another pro-
gram to provide access.

Mr. Fox. It is important, ma’am. It is actually one of the big
issues we are wrestling with right now. The banking of money
services businesses is critically important. The Treasury Depart-
ment has historically and continues to take the position that these
entities, or this part of the financial services sector, are critical to
not only the Nation’s economy, but to the world economy, particu-
larly for folks who are unbanked or who are perhaps not as well
off as other folks.

We take this very seriously. I do not believe it is fair to say that
the reason for this is by OCC guidance. That just simply is not
there. I am sure Julie could address that as well. But I think it
did result from a misperception, perhaps, by institutions about the
level of risks associated with banking money services businesses,
and couple that with concerns about what could happen if one of
these services was found to be there. The banks actually thought
they had to be perceived, that they had to be this sector’s regulator.
One of the things we did together was issue interagency guidance,
which made it clear that we are not expecting that of depository
institutions.

I think they have to keep in mind as well that this sector is a
regulated sector. They are part of the Bank Secrecy Act milieu, if
you will. They are subject to the same requirements that depository
institutions are under the Bank Secrecy Act, including reporting
and program requirements. Frankly, they have a regulator, and
that is FinCEN, the IRS, and the Department of the Treasury. So
I think what we are trying to do, ma’am, is educate, I guess, and
talk with the financial services sector to ensure that they under-
stand that.
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Finally, I think that guidance has helped in parts of the country.
Your area, ma’am, the Northeast in particular, is one part of the
country that we are very concerned about because we are getting
feedback that it has not helped. We are going to continue to work
with folks on all sides of this issue to try to address it. It is critical
that we get it right. We do not want them underground.

Mr. HENSARLING. The time of the gentlelady has expired.

The Chair now recognizes Mr. Sherman from California.

Mr. SHERMAN. Thank you, Mr. Chairman.

Mr. Kroener, Gramm-Leach-Bliley enshrines the idea we have
had in this country for a long time that commerce needs to be kept
separate from business. If you read the books that were popular in
the 1980s, this was the decade in which Japan was supposed to
overtake the United States in world economic importance. That has
not happened, perhaps because we have done a good job, but more-
over because Japan has decided to mix banking and commerce.

I am concerned that the industrial loan companies idea, which
was always a small side-light in our overall financial world, is per-
haps going to be exploited by those who wish to combine commerce
and banking. Wal-Mart, of course, has an application to charter an
ILC. I wonder if you at the FDIC are moving cautiously, whether
we in Congress should be holding hearings. What do we do to avoid
the mixing of commerce and business?

Mr. KROENER. Congressman Sherman, the FDIC basically in-
sures banks as an entity. Banks have a number of relationships
with other companies in the same group. We have been insuring
banks for the 80 years of our history, including ILCs. There are a
number of sorts of banks, such as credit card banks and ILCs, that
have been long operated independently and separately from their
affiliated organizations. Our experience with those institutions sug-
gests to us that they present no more safety and soundness prob-
lems to our insurance fund than do any other sort of institution.

Mr. SHERMAN. But if we were to take the Japanese model where
you had interlocking directorates, interlocking loans, one commer-
cial group the banker for the other commercial group, the second
the banker for the first, that Japanese model is I do not think one
that would be conducive to a strong insurance system. Do you see
a risk in Wal-Mart’s application or in other developments that we
are moving beyond the very small traditional role of the ILCs to-
ward that being the backdoor to the Japanese model?

Mr. KROENER. In terms of our function as insurer, we have a se-
ries of statutory criteria which we apply in making an insurance
determination, that is, whether someone will be insured. Those
seven criteria do not differ for ILCs or for any other sort of institu-
tion. We will be applying precisely the same criteria to the pending
Wal-Mart application that we apply to all other institutions.

Mr. SHERMAN. I thank you for your answer. It is probably more
important that we hold hearings here about what could be a loop-
hole in the whole Gramm-Leach-Bliley. Obviously, you have your
regulations and you are going to apply them. I hope you apply
them with an understanding of the purposes of Gramm-Leach-Bli-
ley, but I do need to move on to other questions.

Perhaps Mr. Fenner could explain in greater detail why prompt
corrective action reform is important.
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Mr. FENNER. Thank you, Congressman.

Currently, the minimum statutory net-worth level, non-risk-
weighted leverage level that a credit union needs to achieve in
order to be well capitalized is 7 percent, net worth equaling 7 per-
cent of assets or greater. That is a full 200 basis points higher than
the standard that exists for the rest of our federally insured finan-
cial institutions. We see at least three problems with that at
NCUA.

One is that we think it is unfair to credit unions, especially
under circumstances where credit unions operate with relatively
less risky asset portfolios. We think it restricts the use of credit
unions’ earnings that could be better used for other purposes to
serve the members. We think it creates a one-size-fits-all system
that makes it difficult for us to use the risk-based net worth re-
quirement side of the PCA scheme to effectively supervise risk.

So we think the solution that we have proposed that we are
happy is contained in Title I of CURIA is to lower that leverage
requirement, and do it in a way that accounts for the unique cap-
italization of insurance fund and then allow that system to work
in tandem more effectively with the risk-based system that is com-
parable to what is in place for other institutions.

Mr. SHERMAN. But you have designed a risk-based system so
that if a credit union had a particularly risky portfolio, it would
have to have capital above the 7 percent required today.

Mr. FENNER. That is correct.

Mr. SHERMAN. So this is not just a lower capital standard. It is
a more sophisticated one; higher for some, lower for others.

Mr. FENNER. That is correct. The system that is spelled out in
some detail in CURIA would do exactly that. It would establish a
set of risk-based requirements that very closely parallel what are
in place for other insured financial institutions.

Mr. HENSARLING. The time of the gentleman has expired.

The Chair now recognizes Mr. Meeks of New York.

Mr. MEEKS. Thank you, Mr. Chairman.

I will have just real brief questions, and I would like to direct
the first one to all three, Mr. Olson, Mr. Bowman, and Ms. Wil-
liams. I am wondering what your opinion is on increasing the re-
porting requirements of HMDA data such as credit scores and loan-
to-value ratio. Just give me your opinion on that, if you will.

Mr. OLsON. Congressman, we looked at that issue very carefully
when we were looking to change the HMDA reporting require-
ments. We talked about balance earlier, and there is a balance re-
quired between the amount of information that comes on HMDA
and the amount of additional or incremental information that could
have privacy implications.

For example, every additional bit of information you attach to
the HMDA reporting comes that much closer to revealing the indi-
vidual because you are doing it on a property-specific reporting
basis, so that is part of the issue.

On the other hand, where we have seen in predatory lending, the
critical issue involves pricing. It has been clear for some time that
it is not the approval-denial decision that results in the most egre-
gious forms of predatory lending. It is in the pricing. So with the
combination of the HOEPA and HMDA new requirements and
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identifying the loans where the mischief, if you will, in pricing
could be identified, at that point we would have the ability to go
after the institutions where there was the possibility for predatory
lending or discriminatory lending.

So that is where the cut-line was made.

Also, in terms of if you were to truly evaluate whether an institu-
tion has a pattern of discrimination, you have to go into 50 and 60
and 70 data points. So you really have to look at the credit files
themselves in order to ultimately make that evaluation. So we are
very comfortable that where we are now can have us focus on the
institutions that we would need to look at further.

Mr. MEEKS. Ms. Williams?

Ms. WiLLiaMs. I would basically second that. There is an impor-
tant issue of balance here. You would have to require the collection
of an enormous amount of information from lenders in order to
begin to approach being able to have data that you could just run
automatically to get close to being able to draw any conclusions.
What we have now is data that we use to screen and to identify
institutions that are high-risk institutions. Then we apply a variety
of other risk factors to home in on those institutions where we go
in and we do the types of file reviews that Governor Olson is talk-
ing about. So I would second his remarks.

Mr. MEEKS. Mr. Bowman?

Mr. BowMAN. I would third that as well. The information, the
balance that has been struck by the regulations promulgated by
the Fed do provide us as a regulator the necessary information or
identification marks which would allow our examiners to go in and
look at a particular institution and perhaps the particular files
within that institution to dig further. To the extent that what we
come up with is something that is of great concern, we would then
proceed accordingly. So I think the Fed has found the balance.

Mr. MEEKS. Mr. Bowman, let me stay with you for a second. I
just want to jump in, and I am just about done.

I think in reading your testimony, you indicated that small
banks are concerned about the cost of compliance with the Bank
Secrecy Act and Sarbanes-Oxley. What I want to know is, does Sar-
banes-Oxley become less expensive as better internal controls are
put in place? Are the smaller banks still using tier one accounting
firms instead of tier two, as was mentioned in the hearing of the
PCAOB?

Mr. BOowMAN. Our experience has been that given the loss of the
larger accounting firms, and also given the nature of a lot of our
institutions, they use smaller accounting firms, auditing firms to
provide them with the support they need. Unfortunately, the expe-
rience of the smaller institutions has been that some of the costs
that they incur as a result of that employment are not necessarily
distinguishable from some of the costs that the larger institutions
would be charged by the larger accounting firms and others.

The difficulty with and I think one of the points we make in our
testimony is that the size of the institution, given regulations that
are out there and statutory obligations that are imposed upon
them, does not seem to make a difference. The largest institutions
in the country are subjected to the same regulatory requirements
as are the smaller ones. The ability to make a profit the smaller
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you get becomes more difficult. The continuing costs that the small-
er institutions are subjected to really causes, I think, in many cases
the kinds of complaints that we do hear from our institutions.

Mr. MEEKS. Thank you.

Mr. HENSARLING. The gentleman yields back.

Seeing no other members in the hearing room who have not been
recognized, I want to thank the panel for coming today and pro-
viding us with your testimony.

The Chair notes that some members may have additional ques-
tions for this panel which they may wish to submit in writing.
Without objection, the hearing record will remain open for 30 days
for members to submit written questions to the witnesses and to
place their responses in the record.

This hearing is adjourned.

[Whereupon, at 12:40 p.m., the subcommittee was adjourned.]
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Opening Statement

Chairman Michael G. Oxley

Committee on Financial Services

Subcommittee on Financial Institutions and Consumer Credit
H.R. 3505, Financial Services Regulatory Relief Act of 2005
September 22, 2005

I want to thank Chairman Bachus for holding this hearing on H.R. 3505, the
Financial Services Regulatory Relief Act of 2005. We look forward to hearing today
from the Federal and State regulatory authorities charged with ensuring the safety
and soundness of our nation’s banking, thrift, and credit union industries.

The financial services industry is operating under a heavy regulatory burden.
While many of the regulations imposed on the industry are necessary to protect
consumers, combat terrorist financing, or serve other worthy public policy objectives,
others are clearly outdated or needlessly burdensome.

For this reason, shortly after I assumed the chairmanship of this Committee, I
asked the financial regulators and industry trade groups to give us their best advice
on what this Committee could do to ease regulatory requirements faced by
depository institutions. The goal was to lessen the regulatory burden and improve
productivity, as well as make needed technical corrections to current statutes. It was
clear then, as it is today, that there also needs to be a counterbalance to the
significant compliance responsibilities placed on insured depository institutions by
the USA PATRIOT Act as well as other government efforts to counter terrorist
financing.

Last Congress, the Committee approved a comprehensive regulatory relief bill
(H.R. 1375) that passed the House by a vote of 392-25. H.R. 1375, which
incorporated suggestions from financial regulators as well as the financial services
industry, contained a wide range of provisions that would have relieved unneeded or
outdated regulatory restrictions on banks, thrifts and credit unions.

While the Senate failed to take up H.R. 1375, T am pleased that two respected
members of the committee, Mr. Hensarling and Mr. Moore, have introduced H.R.
3505, which includes virtually all of H.R. 1375, a new title that addresses Bank
Secrecy Act concerns, and over 20 new provisions.

The Bank Secrecy Act Compliance Burden Reduction title addresses financial
institutions’ concerns that some of the work they are being asked to do in the fight
against financial crimes is unnecessary and overly burdensome. This title focuses
on reducing the number of currency transaction reports (CTRs) that must be filed by
institutions involving large sums of cash, as well as eliminating inconsistencies or
dSuplicative requirements in conjunction with the filing of suspicious activity reports
( AARS).
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I would like to thank FinCEN Director Fox, who is testifying today, Mr.
Hensarling, Chairman Bachus, as well as Mr. Frank and Mr. Gutierrez, for their
efforts in creating Title VII, which balances law enforcement’s needs with the
industry’s very real concerns about excessive and unnecessary burdens.

I thank the witnesses for appearing here and 1 look forward to their thoughts on
how best to free depository institutions from unduly burdensome regulation, so they
can better serve their customers and communities.
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OPENING STATEMENT OF
CHAIRMAN SPENCER BACHUS
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND
CONSUMER CREDIT
“H.R. 3505, FINANCIAL SERVICES REGULATORY RELIEF
ACT OF 2005”
SEPTEMBER 22, 2005
Good morning. Today’s hearing will focus on H.R. 3505, the

Financial Services Regulatory Relief Act of 2005, which alters or
eliminates unduly burdensome or outdated regulatory
requirements. Introduced by Congressman Hensarling and
Congressman Moore in July, H.R. 3505 — which I have
cosponsored — seeks to reduce the regulatory burden on insured
depository institutions to benefit consumers and the economy by
lowering costs and improving productivity. This legislative
hearing follows two earlier hearings in which the Subcommittee
received regulatory relief recommendations from both the
regulators and industry trade groups. I want to commend
Congressman Hensarling and Congressman for their tireless
efforts on this important piece of legislation and look forward to

working with them to move H.R. 3505 through the legislative

process.

At today’s hearing we will hear from a distinguished panel of
regulators, including Financial Crimes Enforcement Network Director
William J. Fox, Federal Reserve Governor Mark W. Olson, First Senior

Deputy Comptroller and Chief Counsel of the Office of the Comptroller of
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the Currency Julie L. Williams, General Counsel of the Federal Deposit
Insurance Corpor.ation William F. Kroener 111, Chief Counsel of the Office
of Thrift Supervision John E. Bowman, General Counsel of the National
Credit Union Administration Robert Fenner, Texas Department of Banking
Commissioner Randall S. James on behalf of the Conference of State Bank
Supervisors and Virginia Bureau of Financial Institutions Deputy
Commissioner George Latham on behalf of the National Association of
State Credit Union Supervisors. I look forward to hearing from today’s
witnesses and thank them for taking time from their busy schedules to join

us.

In particular, I want to thank Director Fox for his efforts on new Title
VII of the reg. relief bill on reducing regulatory burden caused by the Bank
Secrecy Act. Irecognize that finding consensus on these issues is no small
feat and appreciate his working with us. Title VII seeks to make a number
of changes, some statutory and other directing swift regulatory changes, to
reduce the burdens without eliminating information valuable to law
enforcement. Last week, Director Fox and a group of bipartisan Committee
members including myself agreed on a draft proposal to significantly ease
Currency Transaction Report (CTR) filing requirements for seasoned
customers. This proposal will ease the burden on our financial institutions
and at the same time allow the law enforcement agencies to more effectively

and efficiently combat money laundering.
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The banking industry estimates that is spends somewhere in
the neighborhood of $36 biilion annually to comply with
regulatory requirements imposed at the Federal and State levels.
A large portion of that regulatory burden is justified by the need
to ensure the safety and soundness of our banking institutions;
enforce compliance with various consumer protection statutes; and

combat money laundering and other financial crimes.

However, not all regulatory mandates that emanate from
Washington, D.C. or other state capitals across the country are
created equal. Some are overly burdensome, unnecessarily costly,
or largely duplicative of other legal requirements. Where
examples of such regulatory overkill can be identified, Congress

should act to eliminate them.

Under Chairman Oxley’s leadership, this Committee has
been dedicated to freeing depository institutions from unduly
burdensome regulations so that they can more effectively meet the
credit needs of their communities. In 2001, the Chairman
requested that Federal and State financial regulators and
financial services industry trade associations recommend
legislative items that would provide regulatory relief for insured
depository institutions. The initiative was also intended to
counterbalance the significant compliance responsibilities placed
on insured depository institutions by the USA PATRIOT Act as

part of the government’s effort to thwart terrorist financing. The
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Committee ultimately produced a comprehensive regulatory relief
bill (H.R. 1375) that passed the House during the 108th Congress
by a margin of 392-25. Unfortunately, the Senate took no action
on H.R. 1375.

On July 28, 2005, Mr. Hensarling and Mr. Moore introduced
H.R. 3505, a regulatory relief bill that draws from and
supplements the provisions of the earlier bill. Other Members of
the Subcommittee have introduced legislation to afford regulatory
relief to specific sectors of the financial services industry. On May
3, 2005, Mr. Ryun introduced H.R. 2061, the Community Banks
Serving Their Communities First Act, which contains regulatory
and tax relief proposals targeted at small community banks. On
May 12, 2005, Mr. Royce and Mr. Kanjorski introduced H.R. 2317,
the Credit Union Regulatory Improvements Act (CURIA), which
would modify credit union capital requirements and make other
changes to credit union powers, governance, and regulatory
oversight. 1 applaud the goals of these bills which would allow
banks and credit unions to devote more resources to the business
of lending to consumers and less to the bureaucratic maze of

compliance with outdated and unneeded regulations.

I am now pleased to recognize the Ranking Member, Mr.

Sanders, for an opening statement.
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Opening Statement

Congressman Paul E. Gillmor (R-OH)
Subcommittee on Financial Institutions and Consumer Credit
September 22, 2005

Hearing entitled: “H.R. 3505, Financial Services Regulatory Relief Act of 2005”

1 want to thank Chairman Bachus for calling this hearing today. There is no doubt that
our financial regulatory structure has contributed to the United States becoming the
model for the world when it comes to financial services, but without constant attention to
the burdens of outdated rules and regulations, the markets can be dragged down by
unnecessary costs. Last Congress, the House passed H.R. 1375 with bipartisan support
and it is my hope that in the 109™ Congress, our Committee will again pass measures to
provide regulatory relief to our banks, thrifts and credit unions.

Much of the problem with the current regulatory structure is that small banks are treated
as large banks in a “one-size-fits-all” approach. Whether it is provisions of the USA-
Patriot Act or Sarbanes-Oxley mandated internal control standards, small banks have
faced enormous, and perhaps unnecessary, new cost in complying with these
cumbersome regulations.

I am pleased to see that the Hensarling bill incorporates my compromise with Ranking
Member Frank regarding so called industrial loan companies, or ILCs. It remains my
belief that these institutions need to be reigned in and that the historic wall separating
banking from commerce must remain intact. [ am aware of the fact that not all financial
holding companies are supportive of our efforts to reduce the powers of the industrial
loan charter, but requiring them to fit a Gramm-Leach-Bliley type test for de novo
branching privileges is modest reform.

I look forward to working with Chairman Oxley and Chairman Bachus in again passing
regulatory relief measures so that our depository institutions may remain the most
efficient in the world.

i
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Opening Statement
Congressman Al Green
Committee on Financial Services
Subcommittee on Financial Institutions and Consumer Credit
H.R. 3505, Financial Services Regulatory Relief Act of 2005
September 22, 2005

I would like to thank Chairman Bachus and Ranking Member
Sanders for holding this important hearing on regulatory relief. I
would also like to thank our panel for joining us today.

Let me begin by saying that while I am here fulfilling my role as a
Member of Congress, my heart and mind are with my fellow
Houstonians and others who stand in the path of Hurricane Rita,
which has now reached a Category 5 level. It is expected to hit the
Texas coast sometime early Saturday morning. Already, more
than 1.3 million residents in Texas and Louisiana have fled their
homes, hoping to avoid a deadly repeat of Hurricane Katrina. [
will be returning to Houston immediately after the last votes
today to help Mayor White, the American Red Cross, and my
fellow Houstonians in any way I can. I know all of our thoughts
and prayers are with them.

As the Gulf Coast area is about to be hit by yet another Hurricane,
I would like to hear from our witnesses about their efforts, and the
efforts of the financial institutions they regulate, to help the
victims of Hurricane Katrina. Katrina also pointed out to the
nation the plight of our nation’s poor. I would like to learn more
about the efforts of financial institutions to serve low income and
minority communities, particularly in light of the Federal Reserve
HMDA study released last week analyzing lending practices.

Again, I want to thank our panel for coming before our Committee
today. I look forward to working with you to address these
important matters.
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Representative Jeb Hensarling
Opening Statement for Financial Institutions Hearing
“H.R. 3505, Financial Services Regulatory Relief Act of 2005”
Thursday, September 22, 2005

Thank you for holding this important hearing and thank you for your
leadership in helping Congress reduce the regulatory burden on our nation's

financial institutions.

As we learned in our hearings over the last few months, our financial

institutions are in desperate need of regulatory relief.

Many of these regulations have costs that are passed on to the consumer in
one form or fashion. Many outlive their purposes and have significant

unintended consequences.

What we do know is that excessive, duplicative and costly regulations make
credit more expensive and less accessible for the people who need credit the

most.

Outdated regulations can keep Americans from purchasing their first home,
buying an automobile for work, financing a child's education, or starting a

small business that creates new jobs in a small town.

I believe the bill Mr. Moore and I have introduced remedies many of these
problems, and will help banks, credit unions and thrifts free up more

resources to inject into their communities.

And action is necessary sooner rather than later. The competitive position
and viability of smaller financial institutions are in question, because the

regulatory environment has evolved to the point of placing small banks at an
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artificial disadvantage. This, of course, is to the detriment of their primary

customers-—small business, consumers and the agricultural community.

A study released by SBA on Monday shows that the smallest businesses in
our country face the largest per employee burden for regulatory compliance
costs. Firms with fewer than 20 employees are now annually spending
87,647 per employee to comply with federal regulations. The study also noted
that small businesses face a 45 percent greater burden than their larger

business counterparts.

Further, this same report shows that the annual cost of federal regulations in
the U.S. totaled $1.1 trillion in 2004. If only one percent of that amount could
be returned to the marketplace, that would be enough money to provide start
up capital for more than 400,000 new small businesses or pay the annual

salaries for more than 270,000 workers!

We heard that often times as institutions are faced with a new regulation,
staff must be trained or a new employee must be hired, taking valuable time

and resources away from customer service.

Hundreds of thousands of dollars are spent for regulatory compliance - Reg B, Reg E,
Reg D, CRA, HMDA, HOEPA, Reg O and the list goes on and on.

Since 1989, bank regulators have promulgated over 850 regulations. That’s around 50
new regulations a bank has to comply with every year. Can we really expect a small
community-based institution to continue to adapt and comply with regulatory changes at

this pace?

Financial institutions are required to send out annual privacy notices to alert customers to

information that often times these institutions do not even share. Assuming a bank has
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not changed its policies, why would we continue to ask them to spend their capital and
resources on notification documents that are of no use to their customers? H.R. 3505 will
ensure that financial institutions are not forced to send useless disclosure statements to
their customers when their privacy policies have not changed and when the institution

does not share the personal information of consumers.

We heard that community banks are hiring 2 or 3 full-time employees to do
nothing but Bank Secrecy Act compliance. I am pleased that the regulators
and law enforcement have recognized that a reduction in the number of CTRs
and SARs that financial institutions send to Washington can actually benefit
anti-money laundering and anti-terrorist financing efforts. I am especially

pleased with FinCEN’s leadership in this matter.

Financial institutions should not have to continuously file paperwork and

reports of suspicious activity on the customers that they know best.

I believe with meaningful regulatory relief, we can get more capital into our

communities without undermining safety and soundness.

The time has come to clean the barnacles off this ship, and allow our financial

Institutions to operate at full speed, safely and soundly.

T'look forward to continue to work with my friend from Kansas, Mr. Moore, as

we consider the Financial Services Regulatory Relief Act of 2005.

Mr. Chairman, I again want to applaud you for holding these hearings and 1

thank you for keeping this issue at the forefront of the committee’s agenda.

1 yield back.
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Statement of the Honorable Sue Kelly

Thank you Chairman Bachus for holding this important hearing on
providing regulatory relief for financial institutions and their
customers.

I look forward to hearing from our witnesses on the steps this
committee should be taking to lower costs to consumers and create
jobs.

I want to thank my colleague Mr. Hensarling for his hard work on
this legislation, and also Mr. Moore from Kansas.

I note the presence of the Federal Deposit Insurance Corporation
among the witnesses, and wish to draw their attention to the
imminent release of a GAO report on Industrial Loan
Corporations, and urge them to keep that report in mind when
reviewing requests for coverage by new depository institutions.

There are obviously a number of important provisions in this bill.

I am very interested in discussions about proposed changes to the
Bank Secrecy Act.

There are very good reasons for advocating reform for our BSA
system. We have learned the hard way that the system needs work.

Failures such as Riggs Bank and, more recently Arab Bank, have
clearly demonstrated that there are weaknesses in our anti-money
laundering protections.

And the resulting over-reaction and uncertainty about what is
expected of financial institutions have led to unnecessary burdens
and costs that must be addressed.
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We know financial institutions and their customers want common
sense. They want certainty. And we in Congress know the system
can be made better.

We have to work towards solutions that will remove unnecessary
burdens from customers and institutions without weakening an
important tool for law enforcement and national security officials.

Just as we are mindful of the serious, costly inconveniences that
have saddled financial institutions and their customers, we are also
keeping our eyes on the importance of an effective anti-money
laundering system to our national security.

As action begins on this legislation, we must be mindful of what
the 9/11 Commission told this committee last year before this
committee about the value of the BSA system in fighting terrorism.

We must be mindful of what the FBI and FinCEN Director Fox
told this committee earlier this year about the utility of BSA
information in tracking criminals and terrorists.

I look forward to examining these proposals in detail and hearing
the views of those affected, including the relevant law enforcement
and intelligence agencies.

Thank you, I yield back.
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Opening Statement
Rep. Carolyn Maloney
Financial Services Committee
Subcommittee on Financial Institutions and Consumer Credit
“Financial Service Regulatory Relief: Private Sector Perspectives”
September 22, 2005

Thank you Chairman Bachus and Ranking Member Sanders and I welcome the
witnesses.

As a representative of New York City, the financial center of the United States, I
am particularly concerned about the burdens that regulation and reporting
requirements impose on our financial institutions particularly those that are not
mega-institutions but are mid-size and smaller.

I know the vast majority of my colleagues on both sides of the aisle share this
concern. Last year, we passed a regulatory relief bill by an overwhelming majority
in the House but it died in the other body. I voted for that bill although I thought it
could use some improvement and this bill is improved by the addition of several
provisions dealing with issues that were of special concern to me, such as the
extraordinary burdens of compliance with the new Bank Secrecy Act provisions.

Wherever I go in my district, smaller financial institutions tell me how hard and
costly it is to comply with the requirements of the Bank Secrecy Act to file CTRs
[Currency Transaction Reports] and SARs [Suspicious Activity Reports] and to
comply with the Patriot Act Know Your Customer requirements.

The burdens are particularly heavy on the smaller institutions for whom the costs of
compliance are a much higher proportion of their resources.

This bill includes a new section that addresses these concerns. It is not perfect but it
is a first step in the right direction.

Similarly, this bill contains some of the provisions of HR 2317, the Credit Union
Regulatory Improvement Act, which I have cosponsored and vigorously supported

in several incarnations.

I 'look forward to the testimony.
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Opening Statement of Rep. Dennis Moore
Hearing on H.R. 3505, the Financial Services
Regulatory Relief Act of 2005
September 22, 2005

I would like to thank my good friend, Chairman Bachus, for
scheduling today’s hearing on regulatory relief legislation, H.R. 3505,
introduced by Congressman Hensarling and me and cosponsored by
approximately 30 members from both sides of the aisle.

The Financial Services Committee has a strong record of
bipartisanship, and I’m glad that that has extended to this bill.

Regulatory relief should not be about Republicans and Democrats, it
should be about doing the right thing for the lenders in our
communities who have played such an important role in expanding
home ownership and creating opportunities for businesses and
consumers.

Small lenders in our communities particularly feel the burden of
duplicative and unnecessary regulations.

As the federal banking regulators acknowledged in a notice published
in the Federal Register, “when a new regulation is created or an
old regulation is changed, small institutions must devote a
large percentage of their staffs’ time to review the regulation
to determine if and how it will affect them. Compliance with
a regulation also can take large amounts of time that cannot
be devoted to serving customers or business planning.”

Strong regulation of our country’s financial system is absolutely
essential, but Congress and the financial regulators have a
responsibility to strike the right balance in this area, and H.R. 3505 is
an important step in the right direction.
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Since coming to Congress, and particularly over the past few months,
I have heard from depository institutions in my district and throughout
Kansas, and have tried to address in H.R. 3505 some of the concerns
that [ have heard on more than one occasion.

While assets for state-chartered banks in Kansas have reached an all-
time high of $27 billion, our community banks are also struggling to
comply with both old and new regulatory burdens, including some
created under the Bank Secrecy Act.

H.R. 3505 seeks to provide relief from some of these new burdens to
our financial institutions in a way that preserves our ability to
effectively track terrorist financing and build upon our success in
freezing the funds of terrorists. Rep. Hensarling and I, and the bill’s
bipartisan cosponsors, agree that waging a strong war on terror and
providing some regulatory relief to our financial institutions are not
incompatible goals.

Additionally, H.R. 3505 provides two new sections of regulatory
relief for our credit unions that were not included in the previous
version of this measure, H.R. 1375.

This subcommittee and the full committee both passed the reg. relief
bill by voice vote during the 108™ Congress, and the House passed it
one year ago by a wide margin [392-25].

I look forward to continuing the broad bipartisan cooperation on this
legislation that we have enjoyed in the past.

I also look forward to hearing from our witnesses today on what steps
the regulatory agencies have taken to ensure that depository
institutions in the areas affected by Hurricane Katrina are able to
continue operating, both for their benefit and for the benefit of their
customers who are going through some of the toughest times in their
lives.

Thank you again Mr. Chairman, and I look forward to hearing from
the witnesses.
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STATEMENT BY REP. BERNARD SANDERS AT THE
REGULATORY RELIEF HEARING (ALSO FOCUSING ON ESOPS)
THURSDAY, SEPTEMBER 22,2005 AT 10AM IN 2128 RHOB

Mr. Chairman, thank you for holding this important hearing. I would
also like to welcome our witnesses today.

Today, we will be discussing H.R. 3503, the Financial Services
Regulatory Relief Act of 2005, introduced by Mr. Hensarling and Moore.

I am delighted that this legislation includes a provision that I authored
to provide a Community Reinvestment Act Credit to financial institutions to
expand employee ownership. I would like to thank the Chairman and the
authors of H.R. 3505 for working with me to include this important
provision in the Reg. Relief bill.

Mr, Chairman, providing a CRA credit for the expansion of employee
ownership is, I believe, a win-win. It will be good for banks looking for new
ways to fulfill their CRA requirements, and it will be good for workers who
would like to own their own businesses. In addition, Mr. Chairman, workers
who are also owners will not ship their own jobs overseas. And,
importantly, this bill will not cost taxpayers one dime.

Mr. Chairman, when we are talking about employee ownership we are
talking about protecting and creating decent-paying jobs in this country.

Over the past 5 years, the United States has lost more than 2.8 million
manufacturing jobs and one million high tech jobs. In addition, according to
Forrester Research, "Over the next 15 years, 3.3 million U.S. service
industry jobs and $136 billion in wages will move offshore to countries like
India, Russia, China and the Philippines.”

Mr. Chairman, many of these jobs could be saved by giving

employees the tools they need to own their own businesses through
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employee stock ownership plans (ESOPs) and eligible worker owned
cooperatives.

Broad-based employee ownership has been proven to increase
employment, increase productivity, increase sales, and increase wages in the
United States. According to a Rutgers University study, broad based
employee ownership boosts company productivity by 4%, shareholder return
by 2% and profits by 14%. Similar studies have shown that ESOP
companies paid their hourly workers between 5 to 12 percent better than
non-ESOP companies.

H.R. 3505 also includes 15 important regulatory reforms that will
allow credit unions to better serve their members, including a section to
allow credit unions to cash checks and wire funds to anyone who is eligible
to join their credit union.

So long as the employee ownership and credit union provisions are
kept in H.R. 3505, I will strongly support this legislation.

Mr. Chairman, as you know, during the 108" Congress, I opposed a
similar Regulatory Relief bill because of the absence of meaningful
consumer protections. But, this year’s regulatory relief bill is a major
improvement over last year’s version, and 1 would like to thank you,
Ranking Member Frank, and the authors of the legislation for their excellent
work on this bill.

Having said that, Mr. Chairman, I also believe that it is very
important for this Subcommittee to seriously examine the deceptive and
misleading credit card scams perpetrated by some of the largest banks in
America.

To address these problems, I have introduced H.R. 3492 with Ranking

Member Frank, entitled the Credit Card Consumer Protection Act.
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This legislation would:

e Prohibit “bait and switch” scams that raise consumers’ interest rates
for events wholly unrelated to the consumer’s credit card account.
Mr. Chairman, I have enjoyed working with you on this issue in the
past, and I look forward to working with you in the future. With
Ranking Member Frank’s support on this issue, I believe we have

picked up a very important ally.

e This legislation would also require credit card companies to provide
real notice to consumers before raising interest rates or charging fees
(not hiding rate increases in the small font of a “terms agreement”)
and waiting for consumers to notice that their rates have jumped or

that they have been charged an astronomical fee.

e And, HR. 3492 would prohibit credit card issuers from raising interest
rates on preexisting balances for "fixed rate" cards. New terms would

apply only to new purchases.

Mr. Chairman, charging economically vulnerable Americans
outrageous interest rates and fees is simply not acceptable. The time is long
overdue for Congress and the White House to stand up for American
consumers and take on the modern-day loan sharks in the credit card
industry. Ilook forward to working with you on these issues and I look

forward to hearing from our witnesses.
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Testimony on Regulatory Burden Relief
before the
Subcommittee on Financial Institutions and Consumer Credit
of the
House Financial Services Committee

September 22, 2003

John E. Bowman, Chief Counsel
Office of Thrift Supervision

I. Introduction

Good morning, Mr. Chairman, Ranking Member Sanders, and members of
the Subcommittee. Thank you for the opportunity to discuss H.R. 3505, the
Financial Services Regulatory Relief Act of 2005, the regulatory burden relief
legislation introduced by Congressmen Hensarling and Moore. I will discuss
several of the regulatory burden relief priorities of the Office of Thrift Supervision
(OTS) that are included in this bill, as well as ongoing OTS efforts pursuant to the
Economic Growth and Regulatory Paperwork Reduction Act (EGRPRA).

Removing unnecessary regulatory obstacles that hinder profitability,
innovation, and competition in our financial services industry, and that also impede
job creation and economic growth in the general economy, is an important and
continuing objective of OTS. Although we have accomplished much in recent
years to streamline and eliminate some of the burdens faced by the thrift industry,
there remain many other areas for improvement. We are fully committed to work
with you, Mr. Chairman, and the Members of the Subcommittee and full
Committee to address these issues.

A. The EGRPRA Process

Before proceeding to my testimony, Mr. Chairman, I want to recognize the
tireless efforts of you, Mr. Hensarling, Mr. Moore, and your staffs in pursuing
regulatory burden reduction legislation. I know you are all familiar with our
Director, John Reich, who has spearheaded the interagency EGRPRA regulatory
burden reduction effort. As you know, Director Reich came over to the OTS in
August, and he will continue to oversee the interagency EGRPRA effort. We look
forward to working with the other agencies participating in the EGRPRA process
to move this project forward. Director Reich has asked all of the agencies to
identify those items from other agencies that can be supported via an interagency
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consensus. In this regard, the Director has asked each of the agencies to identify
other agency items that they can support consistent with existing standards of
safety and soundness, consumer protection, and sound public policy. The hope is
that common agency consensus will facilitate enactment of H.R. 3505 or similar
regulatory relief legislation.

As part of the EGRPRA outreach effort, in the past two years Director
Reich attended ten outreach meetings with banks and thrifts, three meetings with
consumer/community groups, and three meetings with both industry and
consumer/community groups in attendance. Joining him at these meetings have
been representatives of all of the federal banking agencies, the National Credit
Union Administration, the Conference of State Bank Supervisors, various industry
trade associations, and community representatives from a wide array of
organizations.! In each of these meetings he has asked participants to identify
regulatory requirements that they believe are outdated, unnecessary or unduly
burdensome. Consistent with the review requirements of EGRPRA, this request
includes consideration of both regulatory changes that can be made at the agency
level and recommended legislative fixes to reduce regulatory burden.

As aresult of these efforts, a growing number of legislative items and
issues have gained support, and we hope to continue to add more as the
participating agencies identify consensus provisions.

B. Hurricane Katrina Relief Efforts

A more immediate aspect of the regulatory burden reduction effort has been
action the last several weeks by the financial regulators, both individually and
collectively, to identify areas where we can take immediate steps to assist
institutions affected by Hurricane Katrina to better serve their customers. Unlike
previous natural disasters, the needs and issues presented by Hurricane Katrina are
unprecedented and will take significantly longer time to address and resolve. For
our part, in addition to participating in various interagency relief efforts, we have
communicated with all of our institutions in the affected area and continue to do so
to determine any additional resources that we can provide or actions that we can
take to assist their short-term and longer term recovery. Attached to my statement
is a press release that we issued that highlights some of the more immediate
actions that institutions can take to assist their customers.

1. For additional information on the EGRPRA process, please refer to the attached “EGRPRA
Fact Sheet.”
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Among these actions are helping institutions to restore branch facilities,
including temporary facilities, and encouraging thrifts in the affected areas to work
with their customers and communities by:

¢ Considering temporarily waiving late payment charges and early
withdrawal of savings penalties;

e Reassessing the current credit needs of their communities and offering
prudent loans to help rebuild damaged property;

s Restructuring borrowers’ debt obligations, where appropriate, by
altering or adjusting payment terms;

¢ Soliciting state and federal gnarantees and other means to help mitigate
excessive credit risks; and

s Considering all available programs offered by the Federal Home Loan
Banks.

In addition, in order to facilitate rebuilding efforts in the areas affected by
Hurricane Katrina, among other things, we are working with institutions to grant
emergency exceptions to applicable appraisal standards, and to provide for
allowance of reasonable loan documentation deficiencies necessitated by thrift
office relocation or personnel shortages. There are numerous other actions we
have taken and that we continue to consider to assist thrift institutions to serve
their customers and non-customers in the affected areas, as well as to educate
institutions and the public on how to obtain the financial services they require and
to avoid potentially fraudulent situations.

C. Most Pressing Industry Needs

Before discussing OTS’s top legislative priorities, it is important to note
that there are two areas not detailed in this statement that many of our institutions
have identified as unduly burdensome—the Bank Secrecy Act (BSA) requirements
and the rules under the Sarbanes Oxley (SOX) Act. Virtually all institutions raise
these two issues as regulatory relief priorities; however, the impact of these
statutory provisions is often most acute for smaller, community-based institutions
that do not have the resources and wherewithal to implement the type of cost-
effective, global programs required to address the monitoring of activities under
these laws. While these laws are also problematic for larger institutions, smaller
institutions are significantly more burdened by virtue of their size to develop and
implement cost-effective solutions to address BSA and SOX requirements. This,
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in turn, imposes greater competitive stresses on smaller institutions relative to their
larger competitors.

A recent BSA development is a proposal that we understand is supported by
the Financial Crimes Enforcement Network (FinCEN) to except from filing certain
currency transaction reports (CTRs) of so-called “seasoned customers.” Eligible
customers would include corporations and organizations that have maintained a
depository account at an institution for at least 12 months and that includes activity
that triggered a CTR filing within the 12-month period.

OTS is fully supportive of efforts to provide meaningful BSA relief to the
institutions we regulate that are consistent with the requirements of the BSA and
the needs of law enforcement. We will support any burden reduction proposal to
streamline existing BSA requirements, provided it is supported by FinCEN and it
provides meaningful relief that outweighs any diminished utility to the BSA.

Similarly, we are also open to working with the other federal banking
agencies (FBAs), and the Members of this Subcommittee and the full Committee
to identify ways to provide relief to all institutions, but particularly to smaller
institutions, under the SOX Act.

D. OTS Legislative Priorities
OTS’s highest priority items for regulatory burden relief legislation are:

» Removing the continuing duplicative oversight burden and disparate
treatment of savings associations under the federal securities laws by
providing savings associations the same exemptions as banks with
respect to investment adviser and broker-dealer activities that each
conducts on otherwise equal terms and under substantially similar
authority.

¢ Eliminating the existing arbitrary limits on thrift consumer lending
activities.

» Updating commercial lending limits for federal savings associations to
enhance their ability to diversify and to provide small and medium-sized
businesses greater choice and flexibility in meeting their credit needs.

¢ Establishing statutory succession authority within the Home Owners’
Loan Act (HOLA) for the position of the OTS Director.
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Of these four items, two are included in H.R. 3505. Section 201 of HR.
3505 provides relief to savings associations under the federal securities laws.
Section 212 of H.R. 3505 updates the commercial and small business lending
authority of savings associations. In addition, section 208 of H.R. 3505 provides
partial relief to savings associations (for auto loans) with respect to the existing
consumer lending limits imposed on thrifts. I will explain all of these items in
more detail and describe several other initiatives that we are recommending for
enactment.

II. Revising the Federal Securities Laws to Eliminate Duplicative Regulatory
Burdens for Savings Associations

OTS’s most important regulatory burden reduction legislative priority is
revising the federal securities laws so that savings associations are relieved of a
duplicative burden imposed on them with respect to their investment adviser and
broker-dealer activities. This is easily accomplished by revising the federal
securities laws so that savings associations and banks are treated equally. As
described more fully below, this involves exempting savings associations from the
investment adviser and broker-dealer registration requirements to the same extent
that banks are exempt under the Investment Advisers Act (IAA) and the Securities
Exchange Act of 1934 (1934 Act).

Although the Securities and Exchange Commission (SEC) has issued
several proposals purportedly to address the duplicative burden imposed on
savings associations, the application of the federal securities laws in these two
areas remains a needless additional burden with no additional supervisory benefit
for savings associations. Significant disparities remain under the [AA, with
savings associations subject to an entirely duplicative SEC oversight regime.
Equally significant, it remains uncertain how the SEC will ultimately treat savings
associations for purposes of the broker-dealer exemption. In the SEC’s most
recent iteration on this issue, it indicated that it would roll back an interim rule that
had extended equal treatment to savings associations vis-a-vis banks for purposes
of the broker-dealer exemption.” While these issues remain in flux, there has been
nothing to indicate that we are heading in the direction of reducing needless
duplicative oversight for savings associations under the federal securities laws.

2. SEC Proposed Rule: Regulation B, Release No. 34-49879, approved by the Commission on
June 2, 2004, released to the public on June 17, 2004, and published in the Federal Register on
June 30, 2004.
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Underscoring the case for eliminating these duplicative requirements is the
fact that banks and savings associations provide the same investment adviser, trust
and custody, third party brokerage, and other related investment and securities
services in the same manner and under equivalent statutory authorities. With
respect to the oversight and regulation of these activities, OTS examines
investment and securities activities of savings associations the same way as the
Office of the Comptroller of the Currency (OCC) and the other federal banking
agencies examine the same bank activities—with savings association and bank
customers equally well-protected.

To avoid the regulatory burden and substantial costs of this duplicative
regulatory structure, some OTS-regulated savings associations have converted to
banks (or to state chartered trust companies) to take advantage of the bank
registration exemption. In addition, some institutions have avoided opting for a
thrift charter in the first place because of the SEC registration requirements.

The different purposes of the various banking charters make our financial
services industry the most flexible and successful in the world. While OTS
strongly supports charter choice, that decision should be based solely on the merits
of the charter—by choosing a charter that fits a particular business strategy—not
on unrelated and extraneous factors such as SEC registration requirements and
avoiding duplicative regulation under the federal securities laws. Institutions
should be able to expand and diversify their product lines to meet customer
demands within the boundaries of their existing charter authorities and without
additional, redundant regulatory burdens, such as those imposed by the IAA and
1934 Act registration requirements.

The existing inequity under the federal securities laws undermines our
collective efforts to maintain a strong and competitive banking system.
Eliminating the unnecessary costs associated with the IJAA and 1934 Act
registration requirements—as set forth in section 201 of H.R. 3505—would free up
significant resources for savings associations in local communities. It would also
avoid the regulatory burden and substantial costs associated with a duplicative
regulatory structure that has already dictated some institutions’ charter choice—an
issue recognized by former SEC Chairman Donaldson in the context of the
discussion on the SEC’s IAA proposal.®

3. Comment of former SEC Chairman William Donaldson, at the April 28, 2004, SEC meeting
discussing SEC Proposed Rule: Certain Thrift Institutions Deemed Not To Be Investment
Advisers, Release Nos. 34-49639 (May 3, 2004).
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A. Investment Adviser Registration

Prior to enactment of the Gramm-Leach-Bliley Act (GLB Act) in 1999,
banks—but not savings associations—enjoyed a blanket exemption under the IAA.
While the GLB Act slightly narrowed the bank exemption, banks may still provide
investment management and advisory services to all types of accounts without
registering as an investment adviser. The one exception is that a bank (or a
department of the bank) must register when it advises a registered investment
company, such as a mutual fund.

On May 7, 2004, the SEC issued a proposal providing a narrow exemption
from IAA registration to savings associations that limit their investment
management and advisory services to a limited range of accounts. Under the
proposal, savings association fiduciary accounts are segregated into two
categories. Savings associations that provide services to accounts that include only
traditional trust, estate, and guardianship accounts would be exempt from
registration. Savings associations providing services to accounts that include
investment management, agency accounts and other accounts that the SEC has
defined as not being for a fiduciary purpose would continue to be required to
register as an investment adviser.*

The practical effect of this approach is that it provides an extremely limited
exemption that does not provide meaningful regulatory relief for savings
associations. This fact was made clear to the SEC Commissioners at a meeting last
year when the SEC staff advised the Commissioners that none of the savings
associations currently registered under the IAA——there are 44 savings associations
currently registered (and 3 registered operating subsidiaries)——would be able to
take advantage of the proposed exemption since all provide investment
management and advisory services for both account categories.

While the SEC wants to apply the federal securities laws in two different
manners depending on the business operations of a savings association, there is no
distinction between these two categories of accounts under the HOLA and OTS
regulations applicable to savings associations. The accounts in both categories are
fiduciary accounts that receive the same protections under the HOLA and OTS
regulations and are subject to similar examination scrutiny. There is no logical

4. A more detailed description and comparison of bank and savings association activities, and
applicability of the JAA to each, is set forth in an attachment to this statement.
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basis why savings associations, unlike banks, need duplicative regulatory oversight
by the SEC of account activities that OTS already supervises and examines. This
is far from functional regulation, but rather over-regulation that accomplishes
nothing in the way of a legitimate policy objective.

Savings associations registered as investment advisers have indicated to
OTS that registration costs are substantial. IAA costs include registration fees,
licensing fees for personnel, and audit requirements, as well as the many hours
management must devote to issues raised by duplicative SEC supervision,
examinations and oversight. Costs related to legal advice for IAA registration are
also a factor. An informal survey last year of most of our largest JAA-registered
savings associations indicated aggregate annual institution costs ranging from
$75,000 to $518,200.

Limiting the types of accounts for which a savings association may provide
investment management and advisory services to avoid IAA registration, as the
SEC has proposed, has the likely effect of negating any meaningful exemption.
Generally, institutions will not opt to enter the trust and asset management
business line and then decide to forego the most profitable aspects of the business
activity. In fact, from a safety and soundness standpoint, we would have to
question the rationale behind such an approach. Savings associations providing
investment management and advisory services should be encouraged to provide
competitive products and services to the fullest extent practicable and without
concern for arbitrary triggers that could significantly increase their compliance
costs and supervision. This is particularly important from a regulatory burden
reduction perspective when you consider that a bank competitor will incur none of
the regulatory costs and burdens as a savings association for engaging in exactly
the same activities.

Ironically, many of these same themes were cited as the basis for the SEC’s
recent rule exempting certain broker-dealers from the IAA registration
requirements.” Minimizing duplicative regulation, changes reflecting
developments and advances in industry practices, acknowledging underlying
Congressional intent to carve out certain types of entities from IAA registration
because of parallel federal oversight, and ensuring and maintaining consistent
consumer protections are all reasons supporting the SEC’s exemption for broker-

5. SEC Final Rule: Certain Broker-Dealers Deemed Not To Be Investment Advisers, Release
No. 34-51523 (April 12, 2005).
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dealers under the IAA. These same reasons support an IAA exemption for savings
associations.

Duplicative registration and oversight without any additional supervisory or
regulatory benefit is, as we all recognize, regulatory burden in its truest form. For
the same reasons that SEC registered broker-dealers should not be subject to
registration under the JAA, OTS-licensed savings associations should not be
subject to JAA registration.

In addressing this issue, it is important to recall that in July 2000 an
amendment was offered by Senator Bayh (on regulatory burden reduction
legislation then pending before the Senate Banking Committee (SBC)) to extend
the IAA exemption to savings associations so that savings associations and banks
could compete equally in the provision of investment management and advisory
services. During consideration of the amendment, the SEC represented to the SBC
that legislation was not needed to resolve this problem since the SEC would be
able to resolve the issue by regulation.6 More than five years later the issue
remains unresolved with virtually no likelihood of this changing given that the
SEC’s May 2004 proposal offers no relief to existing IAA-registered savings
associations. This fact, alone, underscores why nothing short of a legislative
solution is adequate to resolve this issue going forward.

While OTS submitted a comment letter to the SEC discussing why the
proposed IAA rule is flawed, we are not optimistic that it will change anything
given the history of this issue. After much discussion for several years between
OTS and the SEC staff and SEC Commissioners, including the three past
Chairmen, we have not made any headway toward a mutually satisfactory solution.
We have no reason to believe that a comment letter outlining all of the discussions
that we have already had with the SEC staff will sway the SEC’s position on this
issue. This further underscores the need for legislation such as section 201 of HR.
3505.

6. During deliberations on the Competitive Markets Supervision Act before the Senate Banking
Committee in July 2000, Senator Bayh proposed an amendment to extend the IAA exemption to
savings associations. As noted in Senator Bayh’s statement and subsequent letter to the SEC
(attached), the amendment was withdrawn pending the SEC’s offer to resolve the issue by
regulation.
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B. Broker-Dealer Registration

A similar duplicative burden exists for savings associations under the
broker-dealer provisions of the 1934 Act. Extending the current bank broker-
dealer exemption to savings associations would eliminate this duplicative burden.
Banks-—but not savings associations—enjoyed a blanket exemption from broker-
dealer registration requirements under the 1934 Act before changes were made by
the GLB Act. The GLB Act removed the blanket exemption and permitted banks
to engage only in specified activities without having to register as a broker-dealer.
All other broker-dealer activities must be “pushed out” to a registered broker-
dealer. The SEC issued interim broker-dealer rules on May 11, 2001, to
implement the new “push-out” requirements. As part of the broker-dealer “push
out” rules, the SEC exercised its authority to include savings associations within
the bank exemption. This treated savings associations the same as banks for the
first time for purposes of broker-dealer registration. In the interim broker-dealer
rule, the SEC recognized it would be wrong to continue disparate, anomalous
treatment between savings associations and banks.

The SEC postponed the effective date of the interim rule several times. It
published proposed amendments to the interim dealer rule on October 20, 2002,
and the final dealer rule on February 24, 2003. The final dealer rule gives savings
associations the same exemptions as banks. On June 30, 2004, the SEC published
in the Federal Register a new proposed rule (Regulation B) governing when a bank
or savings association must register as a broker. Originally scheduled to go into
effect on September 30, 2003, the SEC recently extended the effective date for
Regulation B until September 30, 2006 in order to afford time to fully consider the
comments received from the industry and other interested parties.’

Unlike the SEC’s final dealer rule and interim broker rule, the new broker
proposal would no longer treat savings associations the same as banks in all
respects. Although savings associations would be treated the same as banks for
purposes of the 11 statutory activities they may engage in without registering as a
broker with the SEC, as provided by the GLB Act, three non-statutory exemptions
provided banks would not be extended to savings associations. The SEC describes
the three non-statutory exemptions as targeted exemptions that recognize the
existing business practices of some banks. We understand that the SEC staff does
not believe savings associations are engaged in the exempted securities activities

7. SEC Final Rule: Certain Broker-Dealers Deemed Not To Be Investment Advisers, Extension
of Compliance Date, Release No. 34-52407 (September 12, 2005).
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and will only extend relief for savings associations to the securities activities they
are currently performing. A separate analysis conducted by OTS, however,
indicates that savings associations currently engage in all of the securities activities
covered by the three additional exemptions. This information was forwarded to
the SEC staff pursuant to their request. Moreover, since the exemptions apply to
all banks—whether or not they are currently engaged in one of the exempted
activities—this approach is not logical. OTS has strongly urged the SEC to
remove this new disparity and the additional duplicative burden it imposes on
savings associations.

As was the case in the SEC’s investment adviser proposal, in issuing its
proposed broker rule, the SEC passed on the opportunity to streamline its
overlapping oversight of savings association broker-dealer activities by providing
the equivalent treatment to savings associations as banks receive. In both
instances, the SEC has proposed to treat savings associations differently than
banks in fundamentally important respects. Both of these actions impose
duplicative regulatory burdens and demonstrate the continuing, immediate need for
legislation to provide relief to savings associations under the federal securities
laws.

1. Removing Disparate Standards in Savings Association Consumer
Lending Authority

Another important regulatory burden legislative proposal for OTS is
eliminating an anomaly that exists under HOLA relating to the current consumer
lending authority for savings associations. Currently, consumer loans are subject
to a 35 percent of assets limitation, while there is no limit on loans a savings
association may make through credit card accounts, even though the borrower may
use the loan for the same purposes. Ironically, consumer loans subject to the 35
percent cap are typically secured loans, whereas credit card loans—subject to no
savings association investment limit—are not secured. Removing the 35 percent
cap on consumer lending will permit savings associations to engage in secured
lending activities to the same extent that they may make unsecured credit card
loans. Our hope is that this will increase savings association secured lending
activities relative to unsecured credit card lending, thereby improving the overall
safety and soundness of savings association loan portfolios, as well as providing
burden relief,

Currently, section 208 of H.R. 3505 removes the 35 percent cap for auto
loans made by savings association. For the reasons stated above, we believe
eliminating the 35 percent cap makes good policy sense for all types of consumer
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loans, including auto loans, and we urge that the provision be amended
accordingly.

A related amendment would address a similar anomaly that exists with how
savings associations compute so-called “qualified thrift investments™ (QTI) under
the qualified thrift lender (QTL) test. Currently, a savings association may count
100 percent of its credit card loans as QTI, but other consumer loans count as QTI
only to the extent that these and other categories of loans do not exceed 20 percent
of the savings association’s “portfolio assets.” This restriction is arbitrary, unduly
complex, and unique to the thrift industry. It bears no relationship to the relative
risks presented by the loans and, in our experience, the existing limit is irrelevant
to the safe and sound operation of an institution. Removing this artificial limit
would enable savings associations to perform more effectively as the retail
institutions their customers need and expect, without impairing safety and
soundness.

IV. Eliminating Obstacles to Small Business Lending by Federal Savings
Associations

Another OTS legislative priority is reducing statutory limitations on the
ability of federal savings associations to meet the small business and other
commercial lending needs of their communities by providing businesses greater
choice and flexibility for their credit needs. HOLA now caps the aggregate
amount of loans for commercial purposes at 20 percent of a savings association’s
assets. Commercial loans in excess of 10 percent of assets must be in small
business loans. OTS supports legislative provisions—such as that set forth in
section 212 of H.R. 3505—that remove the current limit on small business lending
and increase the cap on other commercial lending from 10 percent to 20 percent of
assets.

In addition to being good for small business job creation and the economy,
there are several reasons these changes make sense for savings associations. First,
this will give savings associations greater flexibility to promote safety and
soundness through diversification. Additional flexibility, particularly in small
business lending, will provide opportunities to counter the undulations of a cyclical
mortgage market. This will enable savings association managers to continue to
meet their ongoing customers’ mortgage and consumer lending needs, while
providing additional resources to manage their institutions safely and soundly. In
addition, some savings associations are at or near the current statutory limits and
must curtail otherwise safe and sound business lending programs. Finally, this
proposal will enable savings associations that have a retail lending focus to be able
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to achieve the economies of scale necessary to engage in this activity safely and
profitably.

Small business lending is an integral component of job growth and
employment in the United States.® This proposal would increase competition for,
and the availability of, small business and other commercial loans now and in the
future as savings associations develop this line of business. This will be
particularly welcome to smaller businesses that have experienced difficulty in
obtaining relatively small loans from large commercial banks that set minimum
loan amounts as part of their business strategy—a problem that may increase with
industry consolidation.” Finally, the proposal will also assist businesses that prefer
borrowing from entities like savings associations that meet the needs of borrowers
with personal service.

V. Agency Continuity — Creating Statutory Succession Authority and
Modernizing Appointment Authority for the OTS Director

OTS urges Congress to authorize the Treasury Secretary to appoint one or
more individuals within OTS to serve as OTS Acting Director in order to assure
agency continuity. Similarly, it is important to modernize the existing statutory
appointment authority for the OTS Director by permitting an appointee a new five-
year term.

The first proposal would revise the current procedure of relying on the
Vacancies Act to fill any vacancy that occurs during or after the term of an OTS
Director or Acting Director. This would eliminate potential concerns and time
constraints imposed by the Vacancies Act process under which OTS currently
operates. The latter proposal would eliminate reliance on an antiquated
appointment process that currently requires a new OTS Director to fill out the
expiring term of a predecessor, rather than receiving a new five-year term.

8. There are currently 23 million small businesses in the United States, representing 99.7 percent
of U.S. employers. These firms employ more than half of all private sector employees,
accounting for 44 percent of the U.S. private sector payroll. Small businesses generate between
60 to 80 percent of all net new jobs annually, and are responsible for over 50 percent of the U.S.
private gross domestic product. U.S. Small Business Administration, Frequently Asked
Questions (March 2004).

9. See “The Effects of Mergers and Acquisitions on Small Business Lending by Large Banks.”
Small Business Administration Office of Advocacy (March 2005).
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We believe that both of these revisions are important and should be added
to H.R. 3505 given our continuing focus on the stability of the financial system
and the regulatory oversight agencies in the event of a national emergency. For
example, existing uncertainty about succession authority for an OTS Acting
Director could impair the ability of OTS to act effectively and decisively in a crisis
if an existing OTS Director or an Acting Director, such as me, suddenly was
incapacitated as a result of an event arising from a national emergency.

The OCC has long-standing authority for appointing Deputy
Comptrollers,'” and both the FDIC and Federal Reserve Board have succession
authority built into their operative authorizing statutes. One approach to ensure
OTS continuity would be to amend HOLA to permit the Treasury Secretary to
make the OTS appointments so each potential OTS Acting Director would qualify
as an “inferior officer” under the Appointments Clause of the Constitution.

The safety and soundness of the banking system depends on regular,
uninterrupted oversight by the FBAs. The reality of the appointments process is
that there can be a delay of many months before a sub-cabinet level position is
filled, and these delays have grown significantly over the last 20 years. An event
resulting in numerous vacancies in the Executive Branch would, of course,
exacerbate this problem. In light of these growing, and potentially greater, delays,
it is important to promote stability and continuity within OTS by encouraging
longevity within the position of the OTS Director, as well as to establish a statutory
chain of command within OTS. Implementing these suggested changes will avoid
the possibility of gaps in authority to regulate and supervise savings associations,
eliminate uncertainty for the savings associations OTS regulates, and avoid
potential litigation over whether the acts of OTS staff are valid.

The vacancy issue is of particular concern to OTS because we are the only
financial services sector regulator that could be readily exposed to a vacancy
problem. During a vacancy, OTS succession now occurs through the process of
the Vacancies Act, which has inherent uncertainty regarding immediate succession
when the OTS Director departs and limits the period an Acting Director may serve.
The organic statutes of the other financial regulators minimize or avoid vacancy
problems by providing for automatic and immediate succession or by vesting
authority in the remaining members of a board or commission.

10. 12U.S.C. § 4.
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VI. Other Regulatory Burden Reduction Proposals

OTS also recommends enactment of other important regulatory burden
relief initiatives. We appreciate the opportunity to work with the Subcommittee
staff on these and other provisions that will benefit the thrift industry.

A. Authorizing Federal Savings Associations to Merge and Consolidate
with Non-Depository Affiliates

OTS favors section 203 of H.R. 3505, which provides federal savings
associations the authority to merge with one or more of their non-depository
institution affiliates, equivalent to authority enacted for national banks at the end
of 2000.”" The Bank Merger Act would still apply, and the new authority does not
give savings associations the power to engage in new activities.

Under current law, a federal savings association may only merge with
another depository institution. This proposal reduces regulatory burden on savings
associations by permitting mergers with non-depository affiliates where
appropriate for sound business reasons and if otherwise permitted by law. Today,
if a savings association wants to acquire the business of an affiliate, it must engage
in a series of transactions, such as merging the affiliate into a subsidiary and
liquidating the subsidiary into the savings association. Structuring a transaction in
this way can be costly and unduly burdensome. We support permitting savings
associations to merge with affiliates, along with the existing authority to merge
with other depository institutions.

B. Amending the International Lending Supervision Act (ILSA) to
Support Consistency and Equal Representation

Two amendments to ILSA that we previously proposed would promote
greater consistency among U.S. regulators in supervising the foreign activities of
insured depository institutions and should be added to H.R. 3505.

1. Applying ILSA to Savings Associations
OTS recommends making federal and state savings associations (and their

subsidiaries and affiliates) subject to ILSA on the same basis as other banking
institutions. This will eliminate regulatory burden by promoting the uniform

11. Section 6 of the National Bank Consolidation and Merger Act (12 U.S.C. § 215a-3).
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supervision of insured depository institutions. OTS is already covered by ILSA
along with the other FBAs, but savings associations are not. In enacting ILSA,
Congress sought to assure that the economic health and stability of the United
States and other nations would not be adversely affected by imprudent lending
practices or inadequate supervision. A depository institution subject to ILSA must,
among other things:

s Establish special reserves necessary to reflect risks of foreign activities;
and

¢ Submit to the appropriate FBA quarterly reports on its foreign country
exposure.

The legislative history of ILSA is silent on the international lending
activities of savings associations because these institutions were not active in
international finance in 1983. While savings associations maintain a domestic
focus—yproviding credit for housing and other consumer needs within the United
States—some savings associations have significant foreign activities. These
include investing in foreign currency-denominated CDs, offering foreign currency
exchange services, and making loans on the security of foreign real estate or loans
to foreign borrowers. In addition, numerous savings and loan holding companies
(SLHCs) have international operations (including several foreign-based holding
companies) that provide opportunities for expanded international operations by the
subsidiary savings association.

While OTS has broad supervisory powers under HOLA to oversee all
activities of savings associations, their subsidiaries, and their affiliates, making
savings associations subject to ILSA will enhance OTS's ability to carry out its
responsibilities under ILSA and promote consistency among the federal regulators
in supervising the foreign activities of insured depository institutions.

2. OTS Representation on the Basel Committee on Bank
Supervision

Amending ILSA to support equal representation for OTS on the Basel
Committee will enable OTS to share its expertise with respect to consolidated
supervision of diverse, internationally active holding companies, one-to-four
family and multifamily residential lending, consumer lending, and interest rate risk
management. SLHCs operate in more than 130 countries, control over $6 trillion
in assets, and their savings association subsidiaries originate almost one in every
four residential mortgage loans in the United States. At $2.6 trillion in one-to-four
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family residential mortgage loan originations in 2004, this market stands as the
largest credit market in the world, currently with over $9 trillion in outstanding
loans."

OTS currently participates in numerous Basel Committee working groups
and subcommittees. Giving OTS a recognized voice on Basel will help assure that
international bank supervision policies do not inadvertently harm savings
associations or the numerous internationally active SLHCs.

C. Clarification of Citizenship of Federal Savings Associations for
Federal Diversity Jurisdiction

Pursuant to federal diversity jurisdiction, a federal savings association may
sue or be sued in federal court if the claim exceeds $75,000 and the parties are
citizens of different states. OTS supports section 213 of H.R. 3505, which
clarifies that, for purposes of determining diversity jurisdiction, a federal savings
association is a citizen of its home state and, if different, the state in which its
principal place of business is located.

Some courts have determined that if a savings association that is organized
as a stock corporation conducts a substantial amount of business in more than one
state, it is not a citizen of any state and, therefore, it may not sue or be sued in
federal court under diversity jurisdiction. Section 213 would avoid this result, and
also avoid a potential similar problem with respect to mutual savings associations.
The general rule for an unincorporated association is that it is a citizen of every
state of which any of its members is a citizen. If a court were to apply this general
rule to mutual savings associations, those operating regionally or nationally with
depositors across the country would find it difficult or impossible to establish
diversity jurisdiction. Section 213 would establish a uniform rule governing
federal jurisdiction when a savings association is involved and, accordingly,
reduce confusion and uncertainty.

D. Enhancing Examination Flexibility
Current law requires the FBAs to conduct a full-scale, on-site examination

for the depository institutions under their jurisdiction at least every 12 months.
There is an exception for small institutions that have total assets of less than $250

12. See Mortgage Bankers Association Mortgage Finance Forecast (June 6, 2005).
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million and are well-capitalized and well-managed and meet other criteria.
Examinations of these small institutions are required at least every 18 months.

When originally enacted in 1991, the small institution examination
exception was available to institutions with assets less than $100 million
(assuming the other statutory criteria were satisfied). This statutory threshold was
raised to $250 million in 1994 for institutions in outstanding condition and meeting
the other statutory criteria. In 1996, the FBAs were authorized to extend the
$250 million threshold to institutions in good condition. Given the fact that the
current threshold has been in place for more than eight years, OTS recommends
considering whether the $250 million cap should once again be raised. If so, we
support section 607 of H.R. 3505, which is endorsed by all of the FBAs, to
increase the small institution threshold to $500 million for well-capitalized, well-
managed institutions.

Section 607 would reduce regulatory burden on low-risk, small institutions
and permit the FBAs to more effectively focus their resources on the highest risk
institutions.

E. Removal of Qualified Thrift Lender Requirements with Respect to
Out-of-State Branches of Federal Savings Associations

OTS also supports section 211 of H.R. 3505, removing the requirement that
federal savings associations meet the QTL test on a state-by-state basis. This
requirement is a superfluous regulatory burden because interstate savings
associations may currently structure their activities to assure compliance with the
state-by-state requirement. Thus, there is no meaningful purpose for maintaining
this requirement. The QTL test should, of course, continue to apply to the
institution as a whole.

F. Authority for a Savings and Loan Holding Company to Own a
Separate Credit Card Savings Association

Another unnecessary and burdensome statutory provision is a limitation
imposed on existing SLHCs that limits their activities (to those permissible for a
multiple SLHC) for the acquisition or chartering of a limited purpose credit card
savings association, but permits acquiring or chartering (without any activities
limitations) of a substantially similar limited purpose credit card bank. This
restriction arises out of the fact that a SLHC generally cannot own more than one
savings association (unless acquired in a supervisory transaction), without being
subject to the activities restrictions imposed on SLHCs owning multiple savings
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associations. Under the HOLA, a SLHC cannot charter or acquire a limited
purpose credit card savings association, but can charter or acquire a limited
purpose credit card bank without triggering the multiple SLHC restrictions or
being treated as a BHC under BHC Act.

From a regulatory burden perspective, it makes no sense to subject a SLHC
structure to an additional bank regulator, i.e., supervising the limited purpose
credit card bank, simply because of a statutory activities limitation that provides
the SLHC cannot own an otherwise permissible limited purpose credit card
savings association that it can own if the entity is a bank. This result is illogical
and excessive regulatory burden with no additional supervisory or regulatory
benefit attached. We support section 216 of H.R. 3505, providing that a limited
purpose credit card savings association is not deemed a savings association, or is
excluded from consideration, in applying the activities restrictions imposed on
multiple SLHCs under the HOLA.

G. Modernizing the Community Development Investment Authority
of Savings Associations

OTS supports section 202 of H.R. 3505, updating HOLA to give savings
associations the same authority as national banks and state member banks to make
investments to promote the public welfare. Section 202 enhances the ability of
savings associations to contribute to the growth and stability of their communities.

Due to changes made to HUD’s Community Development Block Grant
(CDBG) program more than 20 years ago, investment opportunities that meet the
technical requirements of savings associations’ current statutory community
development authority are rare. As a result, OTS has found it cumbersome to
promote the spirit and intent of Congress’s determination to allow savings
associations to make such community development investments. Currently, using
its administrative authority, OTS may issue a “no action” letter when a savings
association seeks to make a community development investment that satisfies the
intent of the existing provision, but does not clearly fall within the wording of the
statute or the “safe harbor” criteria issued by OTS for these investments. The no-
action process, however, takes time, lacks certainty, and is clearly burdensome.

Section 202 closely tracks the existing authority for banks. Under this
provision, savings associations may make investments primarily designed to
promote the public welfare, directly or indirectly by investing in an entity primarily
engaged in making public welfare investments. There is an aggregate limit on
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investments of 5 percent of a savings association’s capital and surplus, or up to 10
percent on an exception basis.

H. Eliminating Geographic and Ownership Limits on Thrift Service
Companies

OTS supports legislation authorizing federal savings associations to invest
in service companies without regard to the current geographic and ownership
restrictions. Current law permits a federal savings association to invest in a service
company only if (i) the service company is chartered in the savings association’s
home state, and (ii) the service company’s stock is available for purchase only by
savings associations chartered by that state and other federal savings associations
having their home offices in that states.

HOLA imposed these restrictions before interstate branching and before
technological advances such as Internet and telephone banking, and they no longer
serve a useful purpose. This restriction needlessly complicates the ability of
savings associations, which often operate in more than one state, to join with
savings associations and banks to obtain services at lower costs due to economies
of scale or to engage in other approved activities.

Today, a savings association seeking to make investments through service
companies must create an additional corporate layer—known as a second-tier
service company—to invest in enterprises located outside the savings association’s
home state or with a bank. Requiring second-tier service companies serves no
rational business purpose, results in unnecessary expense and red tape for federal
savings associations and banks, and discourages otherwise worthwhile
investments. While this proposal simplifies the ability of banks and savings
associations to invest together in service companies, it does not expand the powers
of savings associations or banks. The activities of the service company must be
permissible investments under the rules applicable to the savings association or
bank.

Currently, section 406 of H.R. 3505 would provide authority for savings
associations to invest in bank service companies, and section 503 would eliminate
geographic limits on thrift service companies. We support these provisions and
will continue to work with Subcommittee staff to ensure that implementation of
these provisions provides for a streamlined and efficient regulatory framework.
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I. Streamlining Agency Action under the Bank Merger Act

OTS supports section 610 of H.R. 3505, which streamlines Bank Merger
Act application requirements by eliminating the requirement that each FBA request
a competitive factors report from the other three banking agencies and the
Attorney General. This means five agencies must consider the competitive effects
of every proposed bank or savings association merger. The vast majority of
proposed mergers do not raise anti-competitive issues, and these multiple reports,
even for those few that do raise issues, are not necessary. The proposal decreases
the number to two, with the Attorney General continuing to be required to consider
the competitive factors involved in each merger transaction and the FDIC, as the
insurer, receiving notice even where it is not the lead banking agency for the
particular merger. This will streamline the review of merger applications while
assuring appropriate consideration of all anti-competitive issues.

VIII. Conclusion

OTS is committed to reducing regulatory burden wherever it has the ability
to do so, consistent with safety and soundness and compliance with law, and
without undue impact on existing consumer protections. We support proposed
legislation—such as H.R. 3505—that advances this objective. I want to thank you,
Mr. Chairman, Mr. Hensarling, Mr. Moore, and the other Members who have
shown leadership on this issue. We look forward to working with the
Subcommittee to shape the best possible regulatory burden relief legislation.
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EGRPRA Fact Sheet

The Law: The Economic Growth and Regulatory Paperwork Reduction Act
of 1996 (“EGRPRA”) requires the Federal Financial Institutions Examination
Council (FFIEC), and each of its member agencies—the Federal Deposit
Insurance Corporation (FDIC), Federal Reserve Board (FRB), National Credit
Union Administration (NCUA), Office of the Comptroller of the Currency
(OCQC), and Office of Thrift Supervision (OTS)—to review their regulations at
least once every 10 years, in an effort to eliminate regulatory requirements
that are outdated, unnecessary or unduly burdensome. The law requires
FFIEC and its members to consider both regulatory changes that can be done
at the agency level and recommending possible legislative fixes to reduce
regulatory burden.

John Reich is Taking the Lead: In 2003, when FDIC Chairman Don Powell
was Chairman of the FFIEC, he asked then FDIC Vice Chairman John Reich
(now OTS Director) to head up this interagency effort. As FDIC Vice
Chairman, he took the lead on this project for the past two years, working
with the FDIC, FRB, OCC, OTS, and NCUA (although the NCUA is on a
different track), and he has brought the project with him to OTS. The FFIEC
members kicked off this project in June of 2003, with a press conference, in
which all of the agency principals participated, as well representatives from
the major industry trade groups.

Banker Outreach Meetings: The agencies have been conducting banker
outreach meetings around the country:

* Over the last two and a half years, ten banker outreach sessions were
held in Orlando, St. Louis, Denver, San Francisco, New York,
Nashville, Seattle, Chicago, Phoenix and New Orleans.

*» The purpose of the meetings was to hear directly from bankers about
the regulatory burden issues that most concern them and try to
identify solutions.

* More than 500 bankers (mostly CEOs), as well as representatives of
the American Bankers’ Association (ABA), the Independent Community
Bankers of America (ICBA), America’s Community Bankers (ACB), and
the Conference of State Bank Supervisors (CSBS) and a number of
state trade associations, participated in the ten meetings.
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» More than 70 representatives from the FDIC, FRB, OCC, OTS and
NCUA also participated in these meetings, including then FDIC Vice
Chairman Reich, FDIC Chairman Powell, FDIC Director Curry, former
Comptroller Hawke, Acting Comptroller Williams, and FRB Governors
Olson and Bies.

s Agendas for each outreach meeting, as well as summaries of all of the
issues raised, are available on the EGRPRA.gov website.

Consumer Group Meetings: We have held three consumer and community
group outreach sessions as well. The first one was on February 20, 2004, at
the L. William Seidman Center in Arlington, Virginia. The second one was on
June 24, 2004, in San Francisco, and the third one was on September 24,
2004, in Chicago. About 100 people participated in the three meetings.
Agendas and summaries of the issues discussed at those meetings are
posted on the EGRPRA.gov website.

Banker/Consumer Focus Group Meetings: The agencies also sponsored three
joint banker and consumer/community group focus group meetings in an
effort to develop greater consensus among the parties on legislative
proposals to reduce regulatory burden. The three meetings were held on
August 25, 2005, in Washington, D.C., September 1, 2005, in Los Angeles,
and September 8, 2005, in Kansas City.

First Request for Public Comment: In June, 2003, the FFIEC agencies issued
a request for comment on our overall regulatory review plan and the first
three categories of regulations—Applications and Reporting, Powers and
Activities, and International Operations. In response to this request, we
received 19 comments letters with more than 150 recommendations to
change various rules and regulations.

Second Request for Public Comment: On January 20, 2004, the agencies
issued a second notice requesting comments on the lending-related
consumer protection regulations, which include the rules on Truth-in-
Lending (Regulation Z), the Equal Credit Opportunity Act (ECOA), the Home
Mortgage Disclosure Act (HMDA), and others. That comment period closed
on April 20, 2004. We received almost 600 comment letters and e~mails in
response to that notice, mostly from bankers.

Third Request for Public Comment: On July 20, 2004, the agencies published
their third request for public comment, which was on the consumer
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protection regulations that are related to deposit accounts/relationships and

all of the other consumer protection rules (except those related to lending).

The regulations were put out for a 90-day comment period, which closed on
October 18, 2004.

Fourth Request for Public Comment: On January 18, 2005, the FDIC Board of
Directors authorized the publication of the fourth request for public
comment, which is on the money laundering, safety & soundness and
securities regulations. This notice was published on February 3, 2005, for a
90-day comment period, which closed on May 4, 2005.

Fifth Request for Public Comment: On August 11, 2005, the agencies .
published the fifth request for public comment, which is on banking
operations, officers & directors as well as rules of procedure. The
regulations are out for a 90-day comment period that will close on
November 9, 2005.

Ongoing Analysis of Regulatory Burden Issues: Dialogues among the
regulators are underway to determine how we can best respond to industry
concerns and fulfill our obligations under EGRPRA to eliminate outdated,
unnecessary, or unduly burdensome rules. Agency staff is currently
analyzing all of the comments/suggestions received to date and will
recommend appropriate changes to the regulations and/or underlying
legislation.

Taking Action with the Other Agencies to Reduce Regulatory Burden: Since
launching the EGRPRA effort in June 2003, progress has been made on
several fronts. Over the past year, we have accomplished the following on
an interagency basis:

* Raised the CRA small bank threshold from $250 million to $1 billion,
eliminating consideration of holding companies, but including a new
community development test (for FDIC, FRB and OCC).

* Issued an Advanced Notice of Proposed Rulemaking soliciting
comment on ways to improve the Privacy Notices required under the
Gramm-Leach-Bliley Act. This comment period closed on March 29°
2004. Staff is now conducting some consumer testing on possible
short~form notices.
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Issued guidance to bankers on how to structure Customer
Identification Programs to meet the requirements of the USA Patriot
Act, with more guidance to follow.

Significant work and development with the Financial Crimes
Enforcement Network (FinCEN) and various law enforcement agencies
to streamline the filing requirements for Currency Transaction Reports
(CTRs) and Suspicious Activity Reports (SARs).

» Congressional Action:

On May 12, 2004, and again on June 9, 2005, then Vice Chairman
Reich testified before the House Subcommittee on Financial
Institutions and Consumer Credit of the Committee on Financial
Services. The Vice Chairman expressed his views concerning the
effect of regulatory burden on community banks.

On June 22, 2004 and again on June 21, 2005, the Vice Chairman
testified before the Senate Banking Committee (SBC), along with
representatives from the other federal banking agencies (FBAs), on a
number of specific regulatory relief proposals.

On July 28, 2005, Congressman Jeb Hensarling introduced H.R. 3505,
the Financial Services Regulatory Relief Act of 2005.

Senator Crapo is working on a regulatory relief bill that he is targeting
to introduce some time this fall.

The agencies are working closely with staff from the appropriate
House and Senate committees to craft appropriate regulatory relief
bills hopefully to be enacted during this Congress.

¢ Legislative List: As part of then Vice Chairman Reich’s Senate testimony
last year, he mentioned a number of possible legislative proposals, including:

Exempting certain merger transactions from a competitive factors
review by the Department of Justice and other agency review
processes as well as from post-approval waiting periods.

Shortening the post-approval waiting time on mergers for 15 to 5 days
when there are no adverse effects on competition.
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Eliminating the requirement that, in certain merger transactions, each
FBA must request a competitive factors report from the other three
banking agencies as well as the Attorney General.

Eliminating the requirement for prior written consent to establish
branches for well-managed, well-capitalized and highly-rated
institutions.

Eliminating the annual privacy notice requirement for institutions that
do not share personal information with third parties.

Allowing consumers additional flexibility to waive their 3-day right of
rescission in certain real estate transactions.

Providing increased flexibility under the Flood Insurance program by
making certain amendments to the Flood Insurance Act.

Repealing the CRA Sunshine law.

Legislative Matrix: At the end of the SBC hearing, Senator Crapo asked then
Vice Chairman Reich to prepare a matrix of all of the legislative
recommendations made at the hearing and get back to him with the positions
of the agencies on those recommendations. We have completed the matrix
and it has been provided to SBC staff.

EGRPRA Website: For more information about this interagency regulatory
burden reduction project, please visit our EGRPRA website at:
www.EGRPRA.gov
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Federal Financial Institutions Examination Council

Jle

3501 Fairfax Drive, Room 3086, Arlington, VA 22226 — (703) 516-5588 — FAX (703) 516-5487
Press Release

For Immediate Release September 19, 2005

FFIEC FORMS WORKING GROUP TO ADDRESS FINANCIAL INDUSTRY
ISSUES AFTER HURRICANE KATRINA

WASHINGTON, D.C. (Sept. 19, 2005) — The Federal Financial Institutions
Examination Council (FFIEC) is announcing the formation of an interagency working
group to enhance the agencies’ coordination and communication on, and supervisory
responses to, issues facing the industry in the aftermath of Hurricane Katrina. The group,
composed of senior level supervision officials from each member agency and the
FFIEC’s State Liaison Committee, will build upon the cooperative efforts, already in
place, among the federal and state financial institution regulators.

In announcing the formation of the working group, FFIEC Chairman John C.
Dugan noted that one of the clear lessons learned from the initial days following
Hurricane Katrina is the need to provide institutions with clear, timely, and consistent
information on issues of concern. “The FFIEC is committed to working with the industry
and affected institutions to respond to issues that may arise as the industry continues its
efforts to facilitate recovery to communities and customers in the Gulf Coast area
affected by Hurricane Katrina,” Chairman Dugan noted. “My colleagues and I have
instructed the working group to call upon any needed resources across our respective
agencies and the FFIEC’s established task forces to accomplish this goal.”

For additional information concerning the formation of this working group, please
contact Tamara J. Wiseman, Executive Secretary for the FFIEC, at 703-516-5590.

#i#
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Board of Governors of the Federal Reserve System

Conference of State Bank Supervisors

Federal Deposit Insurance Corporation

Joint Release National Credit Union Administration
Office of the Comptroller of the Currency

Office of Thrift Supervision

For immediate release September 1, 2005

Agencies Encourage Insured Depository Institutions to Assist Displaced Customers

The Board of Governors of the Federal Reserve System, the Federal Deposit Insurance
Corporation, the National Credit Union Administration, the Office of the Comptroller of the
Currency, and the Office of Thrift Supervision (the agencies), and the Conference of State
Bank Supervisors are asking insured depository institutions to consider all reasonable and
prudent steps to assist customers’ and credit union members’ cash and financial needs in
areas affected by Hurricane Katrina. The agencies are working with state regulatory agencies,
financial industry trade groups, and affected financial institutions to identify customer needs
and monitor institutions' restoration of services.

The agencies remind the public that deposit insurance is in full force and that money in
FDIC- or NCUA-insured accounts is protected by federal deposit insurance. The agencies
also note that a priority is to provide customer access to deposit accounts and other financial
assets. Many financial institutions are implementing contingency plans, including procedures
for consumers to have access to ATMs and use of their debit cards.

The financial services community through its various trade associations is working together
to assist affected institutions. The agencies encourage financial institutions to assist affected
institutions and consider all reasonable and prudent actions that could help meet the critical

financial needs of their customers and their communities. To the extent consistent with safe

and sound banking practices, such actions may include:

Waiving ATM fees for customers and non-customers

Increasing ATM daily cash withdrawal limits

Easing restrictions on cashing out-of-state and non-customer checks
Waiving overdraft fees as a result of paycheck interruption
Waiving early withdrawal penalties on time deposits

Waiving availability restrictions on insurance checks

Allowing loan customers to defer or skip some payments

Waiving late fees for credit card and other loan balances due to interruption of mail
and/or billing statements or the customer’s inability to access funds
Easing credit card limits and credit terms for new loans

+ Delaying delinquency notices to the credit bureaus

*« * ®» e e e s 0
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The agencies, in consultation with FinCEN, also encourage depository institutions to be
reasonable in their approach to verifying the identity of individuals temporarily displaced by
Hurricane Katrina. Under the Customer Identification Program requirement of the Bank
Secrecy Act, depository institutions must obtain, at a minimum, an individual's name,
address, date of birth and taxpayer identification number or other acceptable identification
number before opening an account. The Customer Identification Program requirement
provides depository institutions with flexibility to design a program that uses documents,
non-documentary methods or a combination to verify a customer's identity. Moreover, the
regulation provides that verification of identity may be completed within a reasonable time
after the account is opened. Recognizing the urgency of this situation, the agencies encourage
depository institutions to use non-documentary verification methods for affected customers
that may not be able to provide standard identification documents, as permitted under the
regulation. A depository institution in the affected area, or dealing with new customers from
the affected area, may amend its Customer Identification Program immediately and obtain
required board approval for program changes as soon as practicable.

The agencies note that these measures could help customers recover their financial strength
and contribute to the health of the local community and the long-term interest of financial
institutions and their customers when undertaken in a prudent manner. The agencies
recognize that the needs and situation of each financial institution and its community and
customers are unique. The actions above may not be feasible or desirable for all institutions
and many institutions may provide additional services from those identified.

The agencies will continue to monitor closely the situation and needs of insured depository
institutions and their customers and will provide additional guidance, as required, to help
address those needs. Institutions in need of assistance in dealing with customers affected by
the hurricane should contact their primary supervisors.

#itH
Media Contacts:
Federal Reserve David Skidmore (202) 452-2955
CSBS Mary White (202) 728-5715
FDIC David Barr (202) 898-6992
NCUA email: pacamail@ncua.gov (703) 518-6330
OCC Kevin Mukri (202) 874-5770

oTs Chris Smith (202) 906-6677
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Regulatory Burden of SEC Proposed Exemptive Relief

Investment Advisor Registration

Type of Account or
Service Provided

National or State Charter
Banks and Trust
Companies
Exemptive Relief

SEC Proposed Exemptive
Relief for Savings
Associations

Accounts without Investment

Management or Advice
Responsibilities

= Trust Accounts

= Court Accounts

»  Agency/Custodial
Accounts

Yes

Have exemptive relief

Yes

Have exemptive relief — did
not previously have to register

Trust Accounts
(with investment management
or advice responsibilities)

= Personal Trust

= Employee Benefit
Trust

= Charitable Trust

YES

Have exemptive relief

NO

Savings associations will
not have exemptive relief or
burden reduction

Court Accounts
(with investment management
or advice responsibilities)

Executor
Administrator
Guardian
Conservator

YES

Have exemptive relief

NO

Savings associations will
not have exemptive relief or
burden reduction

Agency Accounts
(with investment management

or advice responsibilities)

= Individuals

= Personal Trusts

* Employee Benefit
Plans and Trusts
Corporate Entities
Charities

Mutual Funds

Hedge Funds
Common Trust Funds
Collective Investment
Funds

YES
Have exemptive relief

{unless providing investment
advice to a mutual fund, in
which case the department or
division of the bank or trust
company providing the advice
must register as an investment
adviser)

NO

Savings associations will
not have exemptive relief or
burden reduction
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STATEMENT OF SENATOREVAN BAYH
SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS
COMPETITIVE MARKET SUPERVISION ACT
SAVINGS ASSOCIATION EXEMPTION FROM THE INVESTMENT ADVISORS ACT
July 13,2000

One of the bills that is before us today is the Competitive Market Supervision Act. This
bill, which I have co-sponsored, does two important things for the people of the United States.
First, the bill reduces securities fees for a large number of Americans. These fees, while
relatively small, put an unnecessary burden on all investors, including those with retirement
funds or pension funds. Second, the bill would provide for pay parity for Securities and
Exchange Commission professional employees, by permitting the SEC to bring their pay in line
with that of employees of other financial regulatory agencies. The SEC is charged with ensuring
that investors receive the highest level consumer protections. This bill would heip the SEC to

" attract ~ and retain ~ the best minds to fulfill its obligations to the American pesple.

On a separate issue, I have become aware of disparate treatment between savings |
associations and banks under the Investment Advisors Act. This Act exempts banks from its
scope but does not exempt savings associations, This differing treatment puta savings
associations at a competitive disadvantage, without reason. A similar disparity used to exist
‘under a related law, the Investment Company Act of 1940; however, last year the Gramm-Leach-
Bliley Act corrected the discordant treatment.

In the past few months, my staff has had discussions with the Securities and Exchange
Comrnission and industry representatives. The SEC has determined that it has the statutory
authority to exempt individual institutions and groups of institutions - including savinga
associations ~ from the scope of the Investment Advisors Act. Since the SEC has concluded that
this parity issue may be resolved through rulemaking and has agreed to work with the industry to
reach such resolution, I withhold legislative involvement. 1 sppreciate their commitment and
look forward to their resolution.
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August 18, 2000

The Honorable Arthur Levitt

Chairman

Securities and Exchange Commission
450 Fifth Street, N.W.

Washington, D.C. 20549

Dear Chairman Levitt:

As you are aware, on July 13, 2000, the Senate Banking Committee held a markip on 8.
2107, The Competitive Market Supervision Act, among other legisiation. Although I was unable
to aftend the markup. 1 submitted a written statement for the record. I thought you mxghtbe
interested in seeing s copy of the statement, which I attached for you.

In my written statement, as a co-spensor of S. 2107, I reiterated my belief of the
appropriateness of the legislation and its benefits to Americans. Separately, I commented on the
Securities and Exchange Committee’s rulemaking initiative to exempt savings associations from
the Investment Advisors Act. Savings associations should be provided a level playing field with
banks, which historically have been exempt from the Act. Because SEC staff detgrmined that
this parity issue may be resolved through rulemeking and agreed to move forward with the

rulemsking process, I withheld legnhtxveuueunmelnly 13 markup. 1 look forw:
SBClume)yrwo)unonoﬁhuum . wdtothe

1f 1 or my staff may be of assistance in this rul ing effort or oths
not hesitate to 2all emaking r matters, plesse do

Sincergly.

-

Evan Bayh
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STATEMENT
OF
ROBERT M. FENNER

GENERAL COUNSEL
NATIONAL CREDIT UNION ADMINISTRATION

“H.R. 3505 FINANCIAL SERVICES REGULATORY RELIEF ACT OF
2005”

BEFORE THE
SUBCOMMITTEE
ON

FINANCIAL INSTITUTIONS AND CONSUMER CREDIT
UNITED STATES HOUSE OF REPRESENTATIVES

SEPTEMBER 22, 2005



93

Chairman Bachus, Ranking Member Sanders, Representative Hensarling,
Representative Moore, and Members of the Subcommittee: on behalf of the
National Credit Union Administration (NCUA} | am pleased to be here today to
present NCUA's views on H.R. 3505, “The Financial Services Regulatory Relief
Act of 2005.” This legisiation will benefit the consumer and the economy by
enabling all financial intermediaries and their regulators to better perform the role
and functions required of them.

The Subcommittee on Financial Institutions and Consumer Credit has been
taking the lead over the last several years in many areas of interest to consumers
and financial institutions, including credit unions and their members. In June of
2005 our Chairman testified in favor of several recommendations made by NCUA
and others affecting federally insured credit unions. NCUA is pleased to see that
H.R. 3505 includes many of them and that they are being considered by this
Subcommittee. | would like to address the NCUA recommendations first.

CREDIT UNION PROVISIONS OF
THE FINANCIAL SERVICES REGULATORY RELIEF ACT OF 2005

Section 307: Check Cashing, Wire Transfer and Other Money Transfer
Services

The Federal Credit Union Act authorizes federal credit unions to provide check
cashing and money transfer services and international remittances to members
(12 USC 1757(12)). To reach the “unbanked,” Section 307 of H.R. 3505
authorizes federal credit unions to provide these services to anyone eligible to
become a member. This is particularly important to federal credit unions in
furthering their efforts to serve those of limited income or means. These
individuals, in many instances, do not have mainstream financial services
available to them and are often forced to pay excessive fees for check cashing,
wire transfer and other services. Allowing federal credit unions to provide these
limited services to anyone in their field of membership would provide a lower-fee
alternative for these individuals and encourage them to trust conventional
financial organizations. Representative Gerlach introduced this provision as H.R.
749 in the 109" Congress and it has been passed by the House of
Representatives on April 26, 2005.

Section 304: The Twelve-Year Maturity Limit on Loans

Federal credit unions are authorized to make loans to members, to other credit
unions and to credit union organizations. The Federal Credit Union Act imposes
various restrictions on these authorities, including a twelve-year maturity limit that
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is subject to only limited exceptions (12 USC 175(5)). This maturity limit should
be eliminated. It is outdated and unnecessarily restricts federal credit union
lending authority. Section 304 of H.R. 3505 permits Federal credit unions to
make loans for second homes, recreational vehicies and other purposes, not to
exceed 15 years or such longer periods determined appropriate by the NCUA
Board. NCUA rulemaking authority would also be used for safety and soundness
considerations.

Section 305: Increase One Percent Investment Limit in CUSOs to Three
Percent

The Federal Credit Union Act authorizes federal credit unions to invest in
organizations providing services to credit unions and credit union members. An
individual federal credit union, however, may invest in aggregate no more than
one percent of its shares and undivided earnings in these organizations (12 USC
1757(7)(1)). These organizations, commonly known as credit union service
organizations or “CUSOs,” provide important services. Examples are data
processing and check clearing for credit unions, as well as services such as
estate planning and financial planning for credit union members. When these
services are provided through a CUSO, any financial risks are isolated from the
credit union, yet the credit unions that invest in the CUSO retain control over the
quality of services offered and the prices paid by the credit unions or their
members. The one percent aggregate investment limit is unrealistically low and
forces credit unions to either bring services in-house, thus potentially increasing
risk to the credit union and the NCUSIF, or turn to outside providers and lose
confrol. Section 305 of H.R. 3505 increases the one percent limit to three
percent and NCUA supports the change.

Section 303: Expanded Investment Options

The Federal Credit Union Act limits the investment authority of federal credit
unions to loans, government securities, deposits in other financial institutions and
certain other very limited investments (12 USC 1757(7)). This limited investment
authority restricts the ability of federal credit unions to remain competitive in the
rapidly changing financial marketplace. The Financial Services Regulatory Relief
Act of 2005, Section 303 amends the Federal Credit Union Act to provide

such additional investment authority conditioned upon limiting such authority to
investment in corporate debt securities (as opposed to equity) and further
specific percentage limitations and investment grade standards are set out in the
legislation. The NCUA Board could still add additional conditions for safety and
soundness protections.

Section 308: Voluntary Merger Authority

The Federal Credit Union Act, as amended by the Credit Union Membership
Access Act, allows voluntary mergers of healthy federal credit unions, but
requires that NCUA consider a spin-off of any group of over 3,000 members in
the merging credit union (12 USC 1759(d)(2)(B){i)). When two healthy federal
credit unions wish to merge, and thus combine their financial strength and
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improve service to their members, they should be allowed to do so. There is no
reason to require in connection with such mergers that groups over 3,000, or any
group for that matter, be required to spin off and form a separate credit union. A
spin-off would most likely undermine financial services to the affected group and
may create safety and soundness concerns. These groups are already included
in a credit union in accordance with the statutory standards, and that status
should be unaffected by a voluntary merger. Section 308 of H.R. 3505
accomplishes these purposes.

Section 313: Regulatory Relief from SEC Registration Requirements

NCUA is seeking a provision to provide relief from the requirement that credit
unions register with the Securities and Exchange Commission as broker-dealers
when engaging in certain de minimus securities activities, The Gramm Leach
Bliley Act, enacted in 1999, created exemptions from the broker-dealer
registration requirements of the Securities and Exchange Act of 1934 for certain
bank securities activities. Banks are also exempt from the registration and other
requirements of the Investment Advisers Act of 1940. The principle established
by these exemptions is that securities activities of an incidental nature to the
bank do not have to be placed into a separate affiliate. The provision wouid
provide similar exemptions for federally insured credit unions. NCUA supports
these exemptions. Because of significant differences between broker-dealer
capital requirements and depository institution capital requirements, it is virtually
impossible for depository institutions, including credit unions, to register as a
broker-dealer and submit to broker-dealer requirements. Without an exemption
credit unions may find that although they are authorized under their chartering
statutes to engage in particular securities-related activities, their inability to
register as a broker-dealer would keep them from engaging in these activities.
Recently, the Securities and Exchange Commission proposed a rule that would
exempt credit unions from the definition of broker and dealer for a few of the
activities exempted for banks under Gramm Leach Bliley, including third party
brokerage arrangements and sweep account arrangements. NCUA supports the
SEC proposal. We believe, however, that the SEC's proposal did not go far
enough, and we continue to support legislative relief. The relief sought for credit
unions would be more limited in scope and application than that which is
available to banks and requested by thrifts. Credit union powers are limited by
their chartering statutes, and credit unions do not have certain powers, such as
general trust powers, that are available to banks and thrifts. The requested parity
refief for credit unions, included in Section 313 of H.R. 3505, would apply only to
those activities otherwise authorized for credit unions under applicable credit
union chartering statutes, currently including third-party brokerage arrangements
sweep accounts, and certain safekeeping and custody activities.
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Section 314: Clarification of Definition of Net Worth Under Certain
Circumstances For Purposes of Prompt Corrective Action

NCUA anticipates that the Financial Accounting Standards Board (FASB) will act
in 2006 to lift the current deferral of the acquisition method of accounting for
credit union mergers, thereby eliminating the pooling method and requiring the
acquisition method beginning in 2007." When this change to accounting rules is
implemented it will require that, in a merger, the net worth of the merging credit
union be carried over as “acquired equity,” a term not recognized by the” Federal
Credit Union Act.

This FASB policy has been in place since mid-2001 for most business
combinations and the delay by FASB in implementing it for credit unions has
allowed all of us to explore how credit unions could conform to the new financial
reporting standards.

Without the changes to the Federal Credit Union Act, only retained earnings of
the continuing credit union will count as net worth after a merger. This result
would seriously reduce the post-merger net worth ratio of a federally insured
credit union, because this ratio would be the retained earnings of only the
continuing credit union stated as a percentage of the combined assets of the two
institutions. A lower net worth ratio has adverse implications under the statutory
prompt corrective action requirements. This result will discourage voluntary
mergers and on occasion make NCUA assisted mergers more difficult and costly
to the National Credit Union Share insurance Fund (NCUSIF). Without a
remedy, an important NCUA tool for reducing costs and managing the fund in the
public interest will be lost.

Chairman Bachus and Ranking Member Sanders, you acted very quickly in 2005
to address this issue by introducing H.R. 1042, the "Net Worth Amendment for
Credit Unions Act” which has been approved by House of Representatives on
June 13, 2005. NCUA supports including it as Section 314 of H.R. 3505, too,
and looks forward to its early enactment.

! Statement of Financial Accounting Standard (SFAS) No. 141, Business Combinations, requiring
the acquisition method for business combinations and effectively eliminating the pocling method.
The pooling method has typically been used by credit unions fo account for credit union mergers.
The standards became effective for combinations initiated after June 30, 2001. Paragraph 60 of
the standard deferred the effective date for mutual enterprises (i.e., credit unions) until the FASB
could develop purchase method procedures for those combinations. In the interim, credit unions
have continued to account for mergers as poolings {simple combination of financial statement
components).
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Section 802: Technical Corrections to the Federal Credit Union Act

This section of the "Financial Services Regulatory Relief Act of 2005” includes
twenty-eight needed updates to the Federal Credit Union Act that are not
substantive in any way. They have been previously approved by the
Subcommittee, Committee on Financial Services and the House of
Representatives in H.R. 1375 last Congress. They are purely drafting, numerical
and incorrect references without any policy impact.

ADDITIONAL CREDIT UNION PROVISIONS--NO SAFETY OR SOUNDNESS
CONCERNS

The “Financial Services Regulatory Relief Act of 2005” includes a number of
other provisions that affect federally insured credit unions and/or the NCUA that
did not originate with NCUA. NCUA has reviewed all of these additional credit
union provisions and the agency has no safety and soundness concerns with
these provisions.

Among these are provisions that address leases of land on Federal facilities for
credit unions (Section 302); member business loans for non-profit religious
organizations Section 306); criteria for continued membership of certain member
groups in community charter conversions (Section 309) ; credit union governance
changes (Section 310); revising the economic factors the NCUA Board must use
when considering adjustments to the statutory 15% interest rate that can be
charged by federal credit unions on loans (Section 311); and an exemption from
pre-merger notification requirements of the Clayton Act (Section 312).

No Position On Section 301 and Section 315

NCUA takes no position on these two provisions that address privately insured
credit unions. Privately insured credit unions are outside the purview of this
agency since they are neither federally chartered nor federally insured.
References to NCUA in Section 301 {b) should be removed because NCUA has
no legal authority with regard to privately insured credit unions and there is no
legal basis for NCUA to receive audits or examination reports of privately insured
credit unions.

Prompt Corrective Action Reforms — Regulatory Relief and Improvement

Reforming the way current law requires federally insured credit unions to comply
with Prompt Corrective Action, or regulatory capital standards might also be
appropriate in any regulatory relief legislation proceeding through Congress.
That is because lower risk federally insured credit unions are required to keep
more capital (*net worth”) now than they would if their risk profiles were
accurately measured under comparable bank-like leverage and risk weighting
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systems. Excess capital in the credit union system is a regulatory burden that
could be used to better serve credit union members, their communities and the
American economy.

The guiding principle behind PCA is to resolve problems in federally insured
credit unions at the least long-term cost to the National Credit Union Share
Insurance Fund (NCUSIF). This mandate is good public policy and consistent
with NCUA's fiduciary responsibility to the insurance fund. While NCUA supports
a statutorily mandated PCA system, the current statutory requirements for credit
unions are too inflexible and establish a structure based primarily on a “one-size-
fits all” approach, relying largely on a high leverage requirement of net worth to
total assets. This creates inequities for credit unions with low-risk balance sheets
and limits NCUA's ability to design a meaningful risk-based system.

For the leverage requirement, NCUA supports a reduction in the standard net
worth (i.e., leverage) ratio requirement for credit unions to a level comparable to
what is required of FDIC insured institutions. The minimum leverage ratio for a
well-capitalized credit union is currently set by statute at 7 percent, compared to
the threshold of 5 percent for FDIC-insured institutions. There are important
reasons why the leverage ratio for credit unions ratio should be lowered to work
in tandem with a risk-based requirement.

First, credit unions should not be placed at a competitive disadvantage by being
held to higher capital standards when they are not warranted to protect the
insurance fund. For FDIC insured institutions, a 5% leverage requirement
coupled with a risk-based system has provided adequate protection for their
insurance fund. in comparison, the credit union industry has a relatively low risk
profile, as evidenced by our low loss history. This is largely due both to the
greater restrictions on powers of credit unions relative to other financial
institutions and credit unions’ conservative nature given their member-owned
structure. in fact, our experience has shown that given economic needs and
their conservative nature, the vast majority of credit unions will operate with net
worth levels well above whatever is established as the regulatory minimum.

In addition, the current 7% leverage requirement is excessive for low risk
institutions and overshadows any risk-based system we design, especially if you
consider that under BASEL the risk-based capital requirement is 8% of risk
assets. A meaningful risk-based system working in tandem with a lower leverage
requirement provides incentives for financial institutions to manage the risk they
take in relation to their capital levels, and gives them the ability to do so by
reflecting the composition of their balance sheets in their risk-based PCA
requirements. The current high leverage requirement provides no such ability or
incentive and, in fact, it can be argued could actually contribute to riskier
behavior to meet these levels given the extra risk isn't factored into the dominant
leverage requirement.
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NCUA recognizes, however, that achieving comparability between the federal
insurance funds does require us to factor in the NCUSIF’s deposit-based funding
mechanism. Thus, our reform proposal incorporates a revised method for
calculating the net worth ratio for PCA purposes by adjusting for the deposit
credit unions maintain in the share insurance fund. However, our proposed
treatment of the NCUSIF deposit for purposes of regulatory capital standards in
no way alters its treatment as an asset under generally accepted accounting
principles, or NCUA's steadfast support of the mutual, deposit-based nature of
the NCUSIF.

Enabling NCUA to adopt a PCA system that remains relevant and up-to-date with
emerging trends in credit unions and the marketplace provides safety, efficiency,
and benefits to the credit union consumer.

Title | of H.R. 2317, the "Credit Union Regulatory Improvements Act of 2005"
sets out the specifics required to achieve these goals. It has been introduced by
your colleagues, Representative Ed Royce and Representative Paul Kanjorski
and many Members on and off the Committee on Financial Services.

Conclusion

Thank you, Mr. Chairman, for the opportunity to appear before you today on
behalf of NCUA to discuss the public benefits of regulatory efficiency for NCUA,
credit unions and 84 million credit union members. | am pleased to respond to
any questions the Committee may have or to be a source of any additional
information you may require.
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STATEMENT OF WILLIAM J. FOX
DIRECTOR, FINANCIAL CRIMES ENFORCEMENT NETWORK
UNITED STATES DEPARTMENT OF THE TREASURY

BEFORE THE
HOUSE SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND CONSUMER CREDIT

SEPTEMBER 22, 2005

Chairman Bachus, Ranking Member Sanders and distinguished members of the
Subcommittee, I appreciate the opportunity to appear before you today to discuss your
efforts to balance the burdens imposed on the financial industry by the requirements of
the Bank Secrecy Act of 1970, specifically, providing the government with highly
relevant information that assists law enforcement in making our financial system more
transparent and our country safer. I am the Director of the Financial Crimes Enforcement
Network, which has been delegated the responsibility by the Secretary of the Treasury to
administer the Bank Secrecy Act. The Financial Crimes Enforcement Network is part of
Treasury’s new Office of Terrorism and Financial Intelligence, led by Under Secretary
Stuart Levey. The creation of this office has greatly enhanced Treasury’s efforts and
accomplishments on issues relating to money laundering, terrorist financing and other
financial crime.

As the administrator of the Bank Secrecy Act, we bear responsibility for ensuring
that the Bank Secrecy Act is implemented in a way that achieves the policy aim intended
by the Congress, which is, simply stated, to safeguard the United States financial system
from the abuses of financial crime, including money laundering and terrorist or other
illicit financing. This is a day-to-day challenge in a financial system where we generally
promote the unfettered, free-flow of commerce and where criminals strive to manipulate
the system with the same ingenuity and sophistication of the very best in the industry.

Ensuring that we strike the right balance between the cost and benefit of this
regulatory regime is, in my view, a central responsibility for my agency. While I do not
believe this cost / benefit analysis can be reduced to a mathematical formula, I believe we
must constantly study how we can more effectively tailor this regime to minimize the
costs and other burdens imposed on our financial institutions while at the same time
ensuring that the law enforcement community receives the information it needs to combat
financial crime and terrorism.

This effort is particularly important because I am more certain than ever that
compliance with the Bank Secrecy Act’s regulatory regime is a critical component to our
country’s ability to utilize financial information to combat terrorism, terrorist financing,
money laundering, and other serious financial crime. Moreover, the systems and
programs that are mandated by the Bank Secrecy Act make our financial system safer and
more {ransparent.
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Over the past year I have traveled quite a bit around the country listening to the
frustrations members of the financial industry have with the Bank Secrecy Act. Many of
those frustrations relate to how the Act is being implemented. Many in the financial
industry complained about the lack of clarity in requirements and consistency in
examination. At the same time, the Congress has questioned the effectiveness of our
collective ability to implement this regime in light of several highly publicized and
significant regulatory failures by certain financial institutions. Mr. Chairman, I am
pleased to report that by working diligently with my colleagues at this table, we have
made significant progress on these issues. In the past year:

e We have signed groundbreaking information-sharing agreements with the five
Federal Banking Agencies, the Internal Revenue Service and thirty-three (33)
state authorities. We are working to finalize similar agreements with the
Securities and Exchange Commission and the Commodities Futures Trading
Commission.

» We have assisted the Federal Banking Agencies with the development of a
comprehensive Bank Secrecy Act examination manual that we believe will ensure
greater consistency in examinations for depository institutions, and will provide a
significant source of guidance and help for those institutions.

» We are together issuing more and better guidance to ensure greater clarity and
consistency of regulatory policy. A good example of this is the recent guidance
we issued jointly with the Federal Banking Agencies on the provision of banking
services to money services businesses.

» We have created and staffed an Office of Compliance within our Regulatory
Division to ensure better clarity and consistency in how the Bank Secrecy Act is
implemented and provide us with an assessment of the overall success of our
Bank Secrecy Act Regulatory Program.

e We are - for the first time — devoting nearly 25% of our analytic muscle to
regulatory issues and programs. These analysts are not only identifying
compliance problems and targeting problematic institutions for examination, they
will also develop and provide information to the financial industry to help them
better understand and assess the risks posed by their business lines and customer
base.

We believe these steps and the steps we have planned have helped improve the
overall implementation and effectiveness of the Bank Secrecy Act. Ensuring that we
present the financial industry with regulatory requirements that are both clear and
consistent is, in my view, one of the best ways we can reduce the burden associated with
Bank Secrecy Act compliance.
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Consistency is a crucial element of the effective implementation of the Bank
Secrecy Act, and, indeed, is one of our core objectives. While we, of course, stand ready
to assist the Committee and this Congress by examining any aspect of the Bank Secrecy
Act, I would emphasize that over the past year, the level of cooperation between my
agency and the Federal Banking Agencies has grown significantly. As reflected in the
steps we have taken together, we all recognize the need for a consistent voice on these
important regulatory issues, and are building the necessary coordination mechanisms.

The focus of my testimony before the subcommittee today is on HR 3505,
specifically, how that bill would affect the Bank Secrecy Act. I would like to focus on
one key concept in this legislation; your effort to reduce the burden imposed on the
financial industry of filing Currency Transaction Reports. We have been grappling with
the issue of how to improve the Currency Transaction Report regime for some time. We
know that Currency Transaction Reports are valuable to law enforcement. These reports
- often coupled with other information — are used every day to identify and locate
criminals and terrorists. However, we also know that some of the Currency Transaction
Reports filed by financial institutions are of little relevance in the investigation of
financial crime. We also know that depository institutions, especially our community
banks, identify the time and expense of filing Currency Transaction Reports as the
number one regulatory expense. Indeed, the Congress has in the past recognized the need
to reduce the number of Currency Transaction Reports that may not have a high degree of
usefulness to law enforcement, ordering us to find a way to do so. However, it is clear
that our efforts to encourage the exemption of routine filings on certain customers have
not brought about the reductions in filing that were sought.

Two years ago we turned to the Bank Secrecy Act Advisory Group, bringing in
the viewpoints of the industry, law enforcement, and regulatory communities, to address
this question. Through this process, we learned that our colleagues in law enforcement
have made significant strides recently in their ability to utilize currency transaction
reporting data, marrying this data with other law enforcement data to maximize its
benefit. We also have enhanced our analytic capability to exploit this data source on both
micro and macro levels. Such innovations enhance the utility of our analysis, and it is
essential that we not reduce the flow of critical information just as the technical firepower
to exploit this information is reaching new heights.

This Committee now is considering language that would amend current
exemptions by allowing banks to qualify certain customers as exempt from routine
currency transaction reporting. We believe this language addresses many of the issues
with our current exemption regime that were causing it not to have its intended effect.
Due to its complexity and the burden involved in exempting customers, financial
institutions were not taking advantage of the exemption regime. This proposal seeks to
streamline the exemption process by focusing on a one-time notice to my agency of an
exemption and focusing on the customer’s relationship with the bank as the grounds for
such exemption. We believe that these changes will make the exemptions more effective

STATEMENT OF WILL1IAM J. FOX

DIRECTOR, FINANCIAL CRIMES ENFORCEMENT NETWORK PAGE3
BEFORE THE UNITED STATES HOUSE OF REPRESENTATIVES SEPTEMBER 22, 2005
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND CONSUMER CREDIT



103

while still ensuring that currency transaction reporting information critical to identifying
criminal financial activity is made available to law enforcement.

However, we also recognize that we need to monitor these changes to ensure that
they do not result in a reduction in information that would be highly useful to our law
enforcement clients, and accordingly the proposal contains a wise requirement to conduct
a study after some time has elapsed to ensure that we are striking the proper balance.

In conclusion, Mr. Chairman, I hope that my testimony today conveys the sense
of commitment, energy, and balance with which all of us at the Financial Crimes
Enforcement Network are addressing the challenging issues that confront our
administration of the Bank Secrecy Act. The importance of your personal and direct
support of these efforts cannot be overstated. Your oversight will ensure that we meet the
challenges that we are facing. I know how critical it is that we do so, and we hope you
know how committed we are to meeting those challenges. Thank you.
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Good morning, Chairman Bachus, Representative Sanders and members of
the Subcommittee. 1 am Randall S. James, Texas Banking Commissioner, and 1
am pleased to be here today on behalf of the Conference of State Bank Supervisors
(CSBS). Thank you for inviting CSBS to be here today to discuss strategies for
reducing unnecessary regulatory burden on our nation’s financial institutions.

CSBS is the professional association of state officials who charter, regulate
and supervise the nation’s approximately 6,251 state-chartered commercial banks
and savings institutions, and nearly 400 state-licensed foreign banking offices
nationwide.

CSBS gives state bank supervisors a national forum to coordinate,
communicate, advocate and educate on behalf of the state banking system. We
especially appreciate this opportunity to discuss our views in our capacity as the
chartering authority and primary regulator of the vast majority of our nation’s
community banks.

Chairman Bachus, we applaud vour longstanding commitment to ensuring
that regulation serves the public interest without imposing unnecessary or
duplicative compliance burdens on financial institutions. At the state level, we are
constantly balancing the need for oversight and consumer protections with the
need to encourage competition and entreprencurship. We believe that a diverse,
healthy financial services system serves the public best.

CSBS and the state banking departments have been working closely with

the federal banking agencies, through the Federal Financial Institutions
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Examination Council, to implement the Economic Growth and Regulatory
Paperwork Reduction Act of 1996. While this legislation made necessary and
beneficial changes, we see continuing opportunities for Congress to streamline and
rationalize regulatory burden, especially for community banks. This testimony
will review and update several issues that we have previously discussed in this

forum, and before the Senate Banking Committee.

Principles for Regulatory Burden Relief

The Conference of State Bank Supervisors has developed a set of principles
to guide a comprehensive approach to regulatory burden relief, and we ask
Congress to consider each proposal carefully against these principles.

First, a bank’s most important tool against regulatory burden is its ability to
make meaningful choices about its regulatory and operating structures. The state
charter has been and continues to be the charter of choice for community-based
institutions, because the state-level supervisory environment — locally-oriented,
relevant, responsive, meaningful, and flexible - matches the way these banks do
business.

A bank’s ability to choose its charter encourages regulators to operate more
efficiently, more effectively, and in a more measured fashion. A monolithic
regulatory regime would have no incentive for efficiency. The emergence of a
nationwide financial market made it necessary to create a federal regulatory

structure, but the state system remains as a structural balance to curb potentially
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excessive federal regulatory measures, and a means of promoting a wide diversity

of financial institutions.

Second, our current regulatory structure and statutory framework may
recognize some differences between financial institutions, but too often mandate
overarching “one size fits all” requirements for any financial institution that can be
described by the word “bank.” These requirements are often unduly burdensome
on smaller or community-based institutions.

Regulatory burden always falls hardest on smaller institutions. Although
many of the nation’s largest banks hold state charters, state charters make up the
vast majority of these smaller institutions. We see this impact on earnings every
day among the institutions we supervise. Community banks represent a shrinking
percentage of the assets of our nation’s banking system, and we believe that
compliance costs are a major factor driving mergers. Even where laws officially
cxempt small, privately-held banks, as in the case of Sarbanes-Oxley, the
principles behind these laws hold all institutions to increasingly more expensive
compliance standards.

My colleagues and I are especially pleased to see provisions in the current
bill that recognize this growing disparity in our financial services industry. and the
impact this bifurcation has on our economy. Targeted relief for community banks
is an essential component of any regulatory reform bill, and we strongly endorse

several new provisions of H.R. 3505 that provide this relief.
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The streamlining of reports of condition, including short-form reporting for
certain community banks; the expansion of healthy community banks’ eligibility
for an 18-month examination cycle; and the new exemptions in Gramm-Leach-
Bliley’s annual privacy notice requirement will all reduce burden on these
institutions without creating new risks to safety and soundness.

The Conference of State Bank Supervisors endorses approaches that
recognize and encourage the benefits of diversity within our banking system. Our
dual banking system exists because one size is not appropriate for every customer,
and one system is not appropriate for every institution.

The nation’s community banking industry is the fuel for the economic
engine of small business in the United States. Although I speak as a state bank
supervisor, I recognize that federally-chartered community banks are as important
to small business as state-chartered banks.  Stifling economic incentives for
community banks with excessive statutory burdens slows the economic engine of
small business in the U.S. Regulatory burden relief for community banks would
be a booster shot for the nation’s economic well-being.

We suggest that Congress and the regulatory agencies seek creative ways to
tailor regulatory requirements for institutions that focus not only on size, but on a
wider range of factors that might include geographic location, structure,
management performance and lines of business. As the largest banks are pushing
for a purely national set of rules for their evolving multistate and increasingly

retail operations, this regulatory scheme will also impose new requirements on
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state-chartered banks operating in the majority of states that do not have similar
rufes in place, because they are not experiencing the kinds of problems these new

requirements are trying to address.

Third, while technology continues to be an invaluable tool of regulatory
burden relief, it is not a panacea.

Technology has helped reduce regulatory burden in countless ways. State
banking departments, like their federal counterparts, now collect information from
their financial institutions electronically as well as through onsite examinations.
Most state banking departments now accept a wide range of forms online, and
allow institutions to pay their supervisory fees online as well. Many state banking
departments allow institutions online access to maintain their own structural
information, such as addresses, branch locations and key officer changes.

At least 25 state banking agencies allow banks to file data and/or
applications electronically, through secure areas of the agencies’ websites. Nearly
all of the states have adopted or are in the process of accepting an interagency
federal application that allows would-be bankers to apply simultaneously for a
state charter and for federal deposit insurance.

Shared technology allows the state and federal banking agencies to work
together constantly to improve the examination process, while making the process

fess intrusive for financial institutions. Technology helps examiners target their
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cxaminations through better analysis, makes their time in financial institutions
more effective, and expedites the creation of examination reports.

The fact that technology makes it so much easier to gather information,
however, should not keep us from asking whether it is necessary to gather all of
this information, or what we intend to do with this information once we have it.
Information-gathering is not cost-free.

Our Bankers Advisory Board members expressed particular concern about
Bank Secrecy Act requirements, Currency Transaction Reports and Suspicious
Activity Reports. We are especially pleased to see that H.R. 3505 seeks to address
these concerns by reducing collection requirements and making them more
consistent. We also want to acknowledge the efforts of FinCEN and the federal
banking agencies, with whom we have worked to develop clear, risk-based BSA
examination procedures. We hope these procedures will improve the effectiveness
of BSA compliance procedures, while reducing unnecessary burden on the
institutions we supervise. We welcome the additional study on these issues that

H.R. 3505 calls for.

Finally, although regulators constantly review regulations for their
continued relevance and usefulness, many regulations and supervisory procedures
still endure past the time that anyone remembers their original purpose.

Many regulations implement laws that were passed to address a specific

issue. These regulations often stay on the books after the crisis that spurred new
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legislation has passed. Recognizing this, many state banking statutes include
automatic sunset provisions. These sunset provisions require legislators and
regulators to review their laws at regular intervals to determine whether they are
still necessary or meaningful.

We could hardly do that with the entire federal banking code, but the
passage of the Fair Credit Reporting Act amendments showed how valuable this
review process can be. We urge Congress to apply this approach to as wide a

range of banking statutes as possible.

We applaud this committee’s willingness to revisit and amend legislation to
ensure that our laws fulfill Congressional intent. One example of this in the
current bill are the changes to federal law that would allow all banks to cross state
lines by opening new branches. While Riegle-Neal intended to leave this decision
in the hands of the states, inconsistencies in federal law have created a patchwork

of contradictory rules about how financial institutions can branch across state

lines.

These contradictions affect state-chartered banks disproportionately.
Federally-chartered savings institutions are not subject to de novo interstate
branching restrictions, and creative interpretations from the Comptroller of the
Currency have exempted most national banks, as well.

Section 401 of H.R. 3505 helps restore competitive equity by allowing de

novo interstate branching for most federally-insured depository institutions.
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Recommendations for Additional Changes

Through extensive discussions among ourselves and with state-chartered
banks, and in addition to the concepts and ideas expressed in the Communities
First Act, we recommend further specific changes to federal law that will help
reduce regulatory burden on financial institutions, without undue risk to safety and
soundness. We ask that the Committee include these provisions in any legislation

it approves.

Federal Financial Institutions Examination Council

CSBS believes that a state banking regulator should have a vote on the
Federal Financial Institutions Examination Council (FFIEC), the coordinating
body of federal banking agencies.

The FFIEC’s State Liaison Committee includes state bank, credit union,
and savings bank regulators. The chairman of this Committee has input at FFIEC
meetings, but is not able to vote on policy or examination procedures that affect
the institutions we charter and supervise.

Improving coordination and communication among regulators is one of the
most important regulatory burden relief initiatives. To that end, we recommend
that Congress change the state position in FFIEC from one of observer to that of

full voting member,
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State bank supervisors are the primary regulators of approximately 74% of
the nation’s banks, and thus are vitally concerned with changes in federal

regulatory policy and procedures..

Regulatory Flexibility for the Federal Reserve

CSBS also favors a provision that would give the Federal Reserve the
necessary flexibility to allow state-chartered member banks to exercise the powers
granted by their charters, as long as these activities pose no significant risk to the
deposit insurance fund.

A major benefit of our dual banking system has always been the ability of
cach state to authorize new products, services and activities for their state-
chartered banks. Current Jaw limits the activities of state-chartered, Fed member
banks to those activities allowed for national banks. This restriction stifles
innovation within the industry, and eliminates a key dynamic of the dual banking
system.

We endorse an amendment to remove this unnecessary limitation on state
member banks, which has no basis in promoting safety and soundness. Congress
has consistently reaffirmed state authority to design banking charters that fit their
unique market needs. FDICIA, in 1991, allowed states to continue to authorize
powers beyond those of national banks. Removing this restriction on state

member banks would be a welcome regulatory relief.
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Limited Liability Corporations

States have been the traditional source of innovations and new structures
within our banking system, and CSBS promotes initiatives that offer new
opportunities for banks and their customers without jeopardizing safety and
soundness.

In this tradition, CSBS strongly supports an FDIC proposal to make federal
deposit insurance available to state-chartered banks that organize as limited
liability corporations (LLCs). An LLC is a business entity that combines the
limited lability of a corporation with the pass-through tax treatment of a
partnership.

The FDIC has determined that state banks organized as LLCs are eligible
for federal deposit insurance if they meet established criteria designed to insure
safety and soundness and limit risk to the deposit insurance fund.

Only a handful of states now allow banks to organize as LLCs, including
Maine, Nevada, Texas, Vermont and most recently Utah. More states may
consider this option, however, because the structure offers the same fax
advantages as Subchapter S corporations, with greater flexibility. Unlike
Subchapter S corporations, LLCs are not subject to limits on the number and type
of sharcholders.

It is not clear, however, that federal law allows pass-through taxation status
for state banks organized as LLCs. An Internal Revenue Service regulation

currently blocks pass-through tax treatment for state-chartered banks. We ask the
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Commitiee to encourage the IRS to reconsider iis interpretation of the tax

treatment of state-chartered LLCs.

Deposit Insurance for Branches of International Banks Licensed to do

Business in the United States

Finally, CSBS urges the Commitice to review the statutory prohibition on
the establishment of additional FDIC-insured branches of international banks.

Since Congress enacted this prohibition in 1991, cooperation and
information sharing between the U.S. and home country regulators have improved
substantially. An international bank wishing to establish a branch in the United
States must obtain approval from the Federal Reserve as well as from the licensing
authority, and the Federal Reserve must find the bank to be subject to
comprehensive supervision or regulation on a consolidated basis by its home
country supervisor. These supervisory changes eliminate many of the concerns
about establishing additional FDIC-insured branches that led to the statutory
prohibition.

International banks operating in the United States benefit the U.S. economy
through job creation, operating expenditures, capital investments, and taxes. The
vast majority of international bank branches are licensed with the states, and are
assets to the states’ economies. The Committee should review and remove this

prohibition, and allow international banks the option of offering insured accounts.
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Challenges to Regulatory Burden Relief

The current trend toward greater, more sweeping federal preemption of
state banking laws threatens all of the regulatory burden relief issues described
above.

Federal preemption can be appropriate, even necessary, when genuinely
required for consumer protection and competitive opportunity. The extension of
the Fair Credit Reporting Act amendments met this high standard.

We appreciate that the largest financial services providers want more
coordinated regulation that helps them create a nationwide financial marketplace.
We share these goals, but not at the expense of distorting our marketplace,
denying our citizens the protection of state Jaw and the opportunity to seek redress
close to home, or eliminating the diversity that makes our financial system great.
The Comptroller’s regulations may reduce burden for our largest, federally-
chartered institutions, but they do so at the cost of laying a disproportionate burden
on state-chartered institutions and even on smaller national banks.

We ask the Committee and Congress to review the disparity in the
application of state laws to state and nationally chartered banks and their
subsidiaries. Because expansive interpretations of federal law created this issue, a
federal solution is necessary in order to preserve the viability of the state banking

system.
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Conclusion

Mr. Chairman, members of the subcommittee, the regulatory environment
for our nation’s banks has improved significantly over the past ten years, in large
part because of your vigilance.

As you consider additional ways to reduce burden on our financial
institutions, we urge you to remember that the strength of our banking system is its
diversity - the fact that we have enough financial institutions, of enough different
sizes and specialties, to meet the needs of the world’s most diverse economy and
society. While some federal intervention may be necessary to reduce burden,
relief measures should allow for further innovation and coordination at both the
state and federal levels, and among community-based institutions as well as
among the largest providers.

Diversity in our financial system is not inevitable. Community banking is
riot inevitable. This diversity is the product of a consciously developed state-
federal system, and any initiative to relieve regulatory burden must recognize this
system’s value. A responsive and innovative state banking system that encourages
community banking is essential to creating diverse local economic opportunities.

State bank examiners are often the first to identity and address economic
problems, including cases of consumer abuse. We are the first responders to
almost any problem in the financial system, from downturns in local industry or

real cstate markets to the emergence of scams that prey on senior citizens and



118

15

other consumers, We can and do respond to these problems much more quickly
than the federal government, often bringing these issues to the attention of our
federal counterparts and acting in concert with them.

State supervisors are sensitive to regulatory burden, and constantly look for
ways to simplify and streamline compliance. Your own efforts in this area,
Chairman Bachus, have greatly reduced unnecessary regulatory burden on
financial institutions regardless of their charter.

The industry’s carnings levels suggest that whatever regulatory burdens
remain, they are not interfering with larger institutions’ ability to do business
profitably. The growing gap between large and small institutions, however,
suggests a trend that is not healthy for the industry or for the economy.

The continuing cffort to streamline our regulatory process while preserving
the safety and soundness of our nation’s financial system is critical to our
economic well-being, as well as to the health of our financial institutions. State
bank supervisors continue to work with each other, with our legislators and with
our federal counterparts to balance the public benefits of regulatory actions against
their direct and indirect costs.

We commend you, Mr. Chairman, and the members of this subcommittee
for your efforts in this area and we urge you 1o move this bill through the House of
Representative this session of Congress. We thank you for this opportunity to

testify, and look forward to any questions that you and the members of the

subcommittee might have.
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Chairman Bachus, Representative Sanders, Representative Hensarling and
Members of the Subcommittee, I appreciate the opportunity to present the views of the
Federal Deposit Insurance Corporation (FDIC) on H.R. 3503, proposed legislation to
provide regulatory burden relief. The FDIC shares the Subcommittee’s continuing
commitment to eliminate unnecessary burden and to streamline and modernize laws and
regulations as the financial industry evolves. This is an important endeavor and our
nation’s insured financial institutions are counting on us to succeed in our efforts to
reduce unnecessary regulatory burden.

The Federal bank and thrift regulatory agencies have been working together over
the last few years to identify regulatory requirements that are outdated, unnecessary or
unduly burdensome, in accordance with the requirements of the Economic Growth and
Regulatory Paperwork Reduction Act of 1996 (EGRPRA). The agencies have identified
numerous proposals to reduce regulatory burden and I am pleased to see that quite a few
of them are included in H.R. 3505. We continue to work with the other agencies in an
effort to achieve greater consensus and, as required by law, we will submit a final report
to Congress with legislative recommendations, next year.

In my testimony today, I will identify twelve regulatory burden relief proposals
that are supported by all of the Federal banking agencies. Next, I will address specific
provisions in the proposed legislation that the FDIC requested to improve our
performance. Finally, I will suggest additional provisions for inclusion in the proposed
legislation. However, 1 would first like to take a moment to update the Subcommittee on
recent activities by the FDIC and other Federal agencies addressing the need for

regulatory flexibility in response to Hurricane Katrina.
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RECENT ACTIONS BY FDIC AND OTHER AGENCIES IN RESPONSE TO HURRICANE
KATRINA

As you know, all of the Federal banking agencies recognize the challenges faced
by financial institutions in the aftermath of Hurricane Katrina. Without question, the
federal banking agencies should exercise discretion and flexibility in the enforcement of
regulatory requirements and execution of supervisory responsibility with regard to
financial institutions and their communities and customers affected by Hurricane Katrina.
We have provided timely information regarding the availability of banking services in the
three affected states and posted information for consumers and bankers in the affected
states on our website — www.fdic goy. The FDIC has asked insured financial institutions
to consider all reasonable and prudent steps to meet the financial needs of their customers
and communities. In cooperation with the other Federal agencies, we have also provided
banks with written guidance on two pressing issues.

Check Cashing. There is no Federal banking law that prohibits banks from

cashing checks of non-customers. As defined in the Customer Identification

Program Rule (CIP Rule), check cashing by itself is not the opening of an

account and therefore, the CIP Rule does not apply if all the customer does is

cash a check, one time or many times. It is left up to individual banks to establish

their own policies and procedures on check cashing services for customers and

non-customers. The banking regulators have encouraged banks--in writing--to

meet the financial services needs of the Hurricane victims in a number of ways

including waiving ATM fees, easing restrictions on check cashing, and being
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reasonable in their approach to verifying the identity of displaced individuals.
Examiners, like bankers, are fully aware that this is the right thing to do under the

circumstances.

Opening New Accounts. If customers are opening new accounts, banks must

follow Customer Identification Rule under the Bank Secrecy Act. The banking
agencies, in conjunction with FinCEN, published a question-and-answer
document on September 12 to clarify how banks can comply with the CIP Rule
even if customers have little or no written identification. Essentially, the four
pieces of information required by the CIP are: 1) name 2) date of birth 3) address
[or prior or temporary address, in the case of evacuees] and 4) Tax ID number.
Most people can provide these required elements on the spot. Verification can

take place later, and can be done without written documents.

POTENTIAL LEGISLATIVE ACTION

In previous natural disasters, Congress temporarily relaxed Prompt Corrective Action
(PCA) requirements for affected institutions. The Depository Institutions Disaster Relief
Acts 0f 1992, 1993, and 1997 each had a section titled, “Deposit of Insurance Proceeds.”
That section provided the banking agencies authority to permit an insured depository
institution to subtract from the institution’s total assets, in calculating compliance with
the leverage limit prescribed under section 38 of the Federal Deposit Insurance Act (FDI
Act), an amount not exceeding the qualifying amount attributed to flood-related insurance

proceeds and government assistance, if the agency determined the institution:
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e had its principal place of business within disaster area;
o derived more than 60 percent of its total deposits from persons and
businesses within the disaster area:
¢ was adequately capitalized before the major disaster; and
s had an acceptable plan for managing the increase in its total assets and total
deposits.
The authority to subtract such assets from the leverage capital ratio calculation lasted for
18 months. Due to the widespread nature and the severity of the damage, as well as the
dollar volume of relief funds that will be flowing to the area, we believe many banks
would avail themselves of similar relief if it were offered by Congress in response to

Katrina. Such relief would be very beneficial to banks in the area.

EGRPRA INTERAGENCY CONSENSUS ITEMS

Through the interagency EGRPRA effort led by former FDIC Vice Chairman
John Reich, now Director of the Office of Thrift Supervision, consensus among all of the
Federal banking agencies was reached on twelve regulatory burden relief proposals. Five
of these proposals currently are included in H.R. 3505, as well as a variation on a sixth.
The FDIC joins with the other Federal banking agencies in supporting inclusion of the
remaining six of the proposals in the current regulatory relief legislation. Specifically,

the twelve interagency consensus proposals for regulatory burden relief are:
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Interagency Provisions Included in H.R. 3505

1. Repeal Certain Reporting Requirements Relating to Insider Lending

These amendments, included as Section 403 in H.R. 3505, repeal certain reporting
requirements related to insider lending imposed on banks and savings associations, their
executive officers, and their principal shareholders. The reports recommended for
elimination are: (1) reports by executive officers to the board of directors whenever an
executive officer obtains a loan from another bank in an amount more than he or she
could obtain from his or her own bank; (2) quarterly reports from banks regarding any
loans the bank has made to its executive officers; and (3) annual reports from bank
executive officers and principal shareholders to the bank's board of directors regarding
their outstanding loans from a correspondent bank.

Federal banking agencies have found that these particular reports do not
contribute significantly to the monitoring of insider lending or the prevention of insider
abuse. Identifying insider lending is part of the normal examination and supervision
process. The proposed amendments would not alter the restrictions on insider loans or
limit the authority of the Federal banking agencies to take enforcement action against a
bank or its insiders for violations of those restrictions.

2. Streamline Depository Institution Merger Application Requirements

This proposal, included as Section 610 in H.R. 3505, streamlines merger
application requirements by eliminating the requirement that each Federal banking
agency must request a competitive factors report from the other three Federal banking

agencies, in addition to requesting a report from the Attorney General. Instead, the
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agency reviewing the application would be required to request a report only from the
Attorney General and give notice to the FDIC as insurer.

3. Improve Information Sharing with Foreign Supervisors

This proposal, included as Section 612 in H.R. 3505, amends Section 15 of the
International Banking Act of 1978 to add a provision to ensure that the Federal Reserve,
OCC, FDIC, and OTS cannot be compelled to disclose information obtain;d from a
foreign supervisor in certain circumstances. Disclosure could not be compelled if public
disclosure of the information would be a violation of the applicable foreign law and the
U.S. banking agency obtained the information under an information sharing arrangement
or other procedure established to administer and enforce the banking laws. This
amendment would reassure foreign supervisors that may otherwise be reluctant to enter
into information sharing agreements with U.S. banking agencies because of concerns that
those agencies could not keep the information confidential and public disclosure could
subject the foreign supervisor to a violation of its home country law. It also would
facilitate information sharing necessary to supervise institutions operating internationally,
lessening duplicative data collection by individual national regulators. The banking
agency, however, cannot use this provision as a basis to withhold information from
Congress or to refuse to comply with a valid court order in an action brought by the U.S.

or the agency.

4. Provide an Inflation Adjustment for the Small Depository Institution Exception
under the Depository Institution Management Interlocks Act

This amendment, included as Section 404 in H.R. 3505, increases the threshold

for the small depository institution exception under the Depository Institution
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Management Interlocks Act. Under current law, a management official generally may
not serve as a management official for another nonaffiliated depository institution or
depository institution holding company if their offices are located, or they have an
affiliate located, in the same metropolitan statistical area (MSA). For institutions with
less than $20 million in assets, this MSA restriction does not apply. The proposal would
increase the MSA threshold, which dates back to 1978, to $100 million.
5. Call Report Streamlining

This proposal, included as Section 606 in H.R. 3505, requires the Federal banking
agencies to review information and schedules required to be filed in Reports of Condition
(Call Reports) every five years to determine if some of the required information and
schedules can be eliminated. Currently, banks must report substantial amounts of
financial and statistical information with its Call Report schedules that appears to many
bankers to be unnecessary to assessing the financial health of the institution and
determining the amount of insured deposits it holds. This amendment would require the
agencies to review their real need for information routinely so as to reduce that burden.
6. Enhance Examination Flexibility

The FDI Act requires the banking agencies to conduct a full-scale, on-site
examination of the insured depository institutions under their jurisdiction at least once
every twelve months. The FDI Act provides an exception for small institutions—that is
institutions with total assets of less than $250 million—that are well-capitalized and well-
managed, and meet other criteria. Examinations of these qualifying smaller institutions
are required at least once every eighteen months. The interagency proposal raises the

total assets ceiling for small institutions to qualify for an 18-month examination cycle
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from $250 million to $500 million, thus potentially permitting more institutions to qualify
for less frequent examinations. Section 607 of H.R. 3504 raises the asset ceiling to $1
billon; the FDIC supports this higher amount. The bill would reduce regulatory burden
on low-risk, smaller institutions and permit the banking agencies to focus their resources

where the great majority of the industry’s assets and deposits are.

Interagency Consensus Items Not Currently Included in H.R. 3505

The remaining proposals supported by all of the Federal banking agencies are not
included in H.R. 3505:

7. Shorten Post-Approval Waiting Period on Bank Mergers and Acquisitions

Where There Are No Adverse Effects on Competition

The proposed amendments to the Bank Holding Company Act and the FDI Act
shorten the current 15-day minimum post-approval waiting period for certain bank
acquisitions and mergers when the appropriate Federal banking agency and the Attorney
General agree that the transaction would not have significant adverse effects on
competition. Under those circumstances, the waiting period could be shortened to five
days. However, these amendments would not shorten the time period for private parties
to challenge the transaction under the Community Reinvestment Act.

8. Exempt Merger Transactions Between an Insured Depository Institution and

One or More of its Affiliates from Competitive Factors Review and Post-Approval

Waiting Periods

This proposal amends the Bank Merger Act (12 11.S.C. 1828(c)) to exempt certain
merger transactions from both the competitive factors review and post-approval waiting

periods. It applies only to merger transactions between an insured depository institution
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and one or more of its affiliates, as this type of merger is generally considered to have no
affect on competition.
9. Increase Flexibility for Flood Insurance

The FDIC and the other federal bank regulators have developed amendments to
the National Flood Insurance Program to improve program operations and reduce
regulatory burden by revising the maximum dollar amount qualifying for the “small loan”
flood insurance exception; eliminating coverage gaps when an institution must buy
insurance on the borrower’s behalf; and modifying the current system for assessing civil
monetary penalties. We will continue to develop these proposals and seek additional
ideas to improve the flood insurance program, especially in light of Gulf Coast hurricane
damage.

The following three consensus proposals have been included in earlier regulatory
relief and other legislation aimed at repealing the prohibition against the payment of

interest on demand deposits, but are not included in this bill at this time.

10. Authorize the Federal Reserve to Pay Interest on Reserves

This amendment would give the Federal Reserve express authority to pay interest
on balances that depository institutions are required to maintain at the Federal Reserve
Banks. By law, depository institutions are required to hold funds against transaction
accounts held by customers of those institutions. These funds must be held in cash or on
reserve at Federal Reserve Banks. Over the years, institutions have tried to minimize
their reserve requirements. Allowing the Federal Reserve Banks to pay interest on those

reserves should put an end to economically wasteful efforts by banks to circumvent the
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reserve requirements. Moreover, it could be helpful in ensuring that the Federal Reserve
will be able to continue to implement monetary policy with its existing procedures.

11. Increase Flexibility for the Federal Reserve Board to Establish Reserve

Requirements

This proposal gives the Federal Reserve Board greater discretion in setting
reserve requirements for transaction accounts below the ranges established in the
Monetary Control Act of 1980. The provision would eliminate current statutory
minimum reserve requirements for transaction accounts, thereby allowing the Board to
set lower reserve requirements, to the extent such action is consistent with the effective
implementation of monetary policy.

12. Authorize Member Bank to Use Pass-Through Reserve Accounts

This amendment allows banks that are members of the Federal Reserve System to
count as reserves their deposits in affiliated or correspondent banks that are in turn
“passed through” by those banks to the Federal Reserve Banks as required reserve
balances. It extends to these member banks a privilege that was granted to nonmember
institutions at the time of the Depository Institutions Deregulation and Monetary Control

Act 0of 1980.

PROVISIONS TO INCREASE FDIC EFFICIENCY
The FDIC has worked closely with the Subcommittee in developing several of the
provisions contained in the proposed legislation that will help the FDIC become more

efficient and effective in its regulation of insured institutions. The FDIC enthusiastically
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supports several statutory provisions of the Financial Services Regulatory Relief Act of
2005 as described below.

Judicial Review of Conservatorship and Receivership Appointments

The FDIC supports Section 402 of H.R. 3505 that specifies the time period during
which the appointment, in certain circumstances, of the FDIC as conservator or receiver
of a failed insured depository institution could be challenged. Moreover, this provision
provides greater certainty to the receiver’s activities and to those doing business with the
receiver.

Currently, some provisions of Federal law specify a 30-day period for challenges
after appointment of a receiver. In contrast, other provisions of the FDI Act that govern
appointment of a conservator or receiver by the appropriate Federal banking agencies for
a State-chartered institution under prompt corrective action provisions and the FDIC’s
appointment of itself as conservator or receiver for an insured depository institution are
silent on the limitations period for challenges to those appointments. At least one court
has previously held that the Administrative Procedure Act applied because the National
Bank Receivership Act was silent regarding the time period for challenging such an
appointment. The court held that the national bank had six years from the date of
appointment to challenge the action. The proposed legislation remedies the silence in the
National Bank Receivership Act and in the FDI Act consistent with the parallel
provisions in Section 5 of the Home Owners' Loan Act and another appointments

provision of the FDI Act.
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Enforcement of Agreements and Conditions

The FDIC applauds inclusion of Section 403 that enhances the safety and
soundness of insured depository institutions and protects the deposit insurance funds
from unnecessary losses. The proposed amendment provides that the Federal banking
agencies may enforce (i) conditions imposed in writing, and (ii) written agreements in
which an institution-affiliated party agreed to provide capital to the institution. The
proposal similarly would clarify existing authority of the FDIC as receiver or conservator
to enforce written conditions or agreements entered into between insured depository
institutions and institution-affiliated parties and controlling shareholders.

In addition, the proposal eliminates the requirement that an insured depository
institution be undercapitalized at the time of a transfer of assets from an affiliate or
controlling shareholder to the insured institution in order to prevent a claim against a
Federal banking agency for the return of assets under bankruptcy law. Under Section
18(u) of the FDI Act, protection against a claim for the return of assets would still require
that, at the time of transfer, the institution must have been subject to written direction
from a Federal banking agency to increase its capital and, for that portion of the transfer
made by a broker, dealer, or insurance firm, the Federal banking agency must have
followed applicable procedures for those functionally regulated entities.

Amendment Clarifying FDIC’s Cross Guarantee Authority

The FDIC is pleased that H.R. 3505 contains a provision necessary to correct a
gap in current law regarding cross guarantee liability. As part of the Federal Financial
Institations Reform, Recovery, and Enforcement Act of 1989 (FIRREA), Congress

established a system that permits the FDIC to assess liability for FDIC losses caused by
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the default of an insured depository institution. Cross guarantee liability, however, is
currently limited to commonly controlled insured depository institutions as defined in the
statute. Because the statutory definition does not include certain types of financial
institutions such as credit card banks that are controlled by nonbank holding companies,
liability may not attach to insured institutions that are owned by the same nonbank
holding company.

Over the years, a growing number of companies have acquired, either directly or
through an affiliate, one or more credit card banks, trust companies, industrial loan
companies, or some combination of those types of institutions. Because these companies
do not fall within the scope of depository institution holding companies for common
control purposes, in the event of default, the FDIC may not be able to assess cross
guarantee liability as envisioned in the statute. Section 407 of the proposed legislation
corrects language to strengthen the FDIC’s efforts to protect the deposit insurance funds
when it is determining whether and to what extent to exercise its discretionary authority
to assess cross guarantee liability. The assessment of liability would continue to be only
against the insured depository institution under conumon control with the defaulting
institution.

Amendment Clarifying the FDIC’s Golden Parachute Authority

The FDIC also supports Section 408 of H.R. 3505 that amends Section 18(k) of
the FDIC Act to clarify that the FDIC could prohibit or limit a nonbank holding
company’s golden parachute payment or indemnification payment. In 1990, Congress
added this section to the FDI Act and authorized the FDIC to prohibit or limit

prepayment of salaries or any liabilities or legal expenses of an institution-affiliated party
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by an insured depository institution or depository institution holding company. Such
payments are prohibited if they are made in contemplation of the insolvency of such
institution or holding company or if they prevent the proper application of assets to
creditors or create a preference for creditors of the institution. Due to the statutory
definition of depository institution holding company, it is not clear that the FDIC is
authorized to prohibit these types of payments made by nonbank holding companies.
Some examples are companies that own only credit card banks, trust companies, or
industrial loan companies.

The lack of clear authority for the FDIC to prohibit payments made by nonbank
holding companies to institution-affiliated parties frustrates the purpose of the legislation
by allowing nonbank holding companies to make golden parachute payments when an
institution is insolvent or is in imminent danger of becoming insolvent to the detriment of
the institution, the insurance funds, and the institution’s creditors. The proposed
amendment strengthens the FDIC’s efforts to protect the insurance funds and ensure that
an insured institution does not make these payments to the detriment of the institution.

Change in Bank Control Act Amendment

The FDIC supports Section 409 of the proposed legislation that amends the
Change in Bank Control Act to address an issue that arises when a “stripped charter”
institution is the subject of a change-in-control notice. A stripped charter is essentially a
bank charter with insurance, but without any significant ongoing business operations.
Such “stripped charters” can result after a purchase and assumption transaction where the
assets and liabilities of an institution are transferred to an acquiring institution, but the

charter remains and may have value attached to it.
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The Change in Bank Control Act provides the appropriate Federal banking
agency with authority to disapprove a change-in-control notice within a set period of
time. The availability of stripped charters for purchase in the establishment of new
banking operations is sometimes used as an alternative to de novo charter and deposit
insurance applications. Change-in-control notices are subject to strict time periods for
disapproval and extensions of time beyond the 45 days for review. These time frames
place significant pressures on the agencies when they are required to analyze novel or
significant issues or complex or controversial business proposals. For example, issues
presented by change-in-control notices proposing control by non-resident foreign
nationals, or issues presented where third parties are proposed to have significant
participation in the bank’s operations, generally require additional scrutiny to satisfy
safety and soundness concerns. The FDIC supports the provisions of H.R. 3505 that
clarify the bases for which such notices may be disapproved and expand the bases for
extensions of time for consideration of certain notices raising novel or significant issues.
The provision is a safety and soundness measure that would greatly increase the
agencies’ ability to adequately consider the risks inherent in a proposed business plan and
to use that information in determining whether to disapprove a notice of change-in-
control.

Recordkeeping Amendment

The FDIC supports Section 604 of the bill that modifies the requirement for
retention of old records of a failed insured depository institution at the time a receiver is
appointed. Currently, the statute requires the FDIC to preserve all records of a failed

institution for six years from the date of its appointment as receiver, regardless of the age
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of the records at the time of the failure. After the end of six years, the FDIC can destroy
any records that it determines to be unnecessary, unless directed not to do so by a court or
a government agency or prohibited by law. Consequently, the FDIC must preserve for
six years very old records that have no value to the FDIC, the public interest, or to any
pending litigation.

The proposed provision allows the FDIC to destroy records that are 10 or more
years old at the time of its appointment as receiver that are not relevant to any pending or
reasonably probable future litigation, unless directed not to do so by a court or a
government agency or prohibited by law. This change benefits the FDIC and/or acquirers
of failed institutions by reducing the storage costs for these outdated records.

Preservation of Records by Optical Imaging and Other Means

The FDIC supports Section 605 of H.R. 3505 to permit the FDIC to rely on
records preserved electronically, such as optically imaged or computer scanned images,
as well as the “preservation of records by photography” currently provided by the statute.

Under present law, the FDIC is permitted to use “permanent photographic
records” in place of original records for all purposes, including introduction of documents
into evidence in State and Federal court. The substance of the statute has been
unchanged since 1950. Because of the advent of electronic information systems and
imaging technologies that do not have any photographic basis, this amendment would
significantly aid the FDIC in preservation of documents by newer methods. In addition,
it can be expected that the technology in this area will continue to develop. This
amendment is intended to provide the FDIC with the flexibility to rely on appropriate

new technology, while retaining the requirement that our Board of Directors prescribe the
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manner of the preservation of records to ensure their reliability, regardless of the
technology used.

Clarification of Section 8(g) Prohibition Authority

Section 8(g) of the FDI Act provides the appropriate Federal banking agency with
the authority to suspend or prohibit individuals charged with certain crimes from
participation in the affairs of the depository institution with which they are affiliated.

The FDIC supports Section 609 of H.R. 3505 that clarifies that the agency may suspend
or prohibit those individuals from participation in the affairs of any depository institution
and not solely the insured depository institution with which the institution affiliated party
is or was associated. The provision will make clear that a Federal banking agency may
use the Section 8(g) remedy even where the institution that the individuals were
associated with ceases to exist.

The FDIC also supports a number of provisions that were requested by our fellow
regulators and included in the proposal, for example, we support provisions that
streamline merger application requirements and authorize additional community
development activities through investments by institutions that promote the public
welfare. Moreover, the bill makes a number of changes to update or conform existing

statutes that we believe are quite useful.

OTHER ISSUES FOR INCLUSION IN THE BILL
The FDIC respectfully recommends that the Subcommittee consider including the
following additional regulatory relief items in the bill. The appendix to my testimony

contains the relevant legislative language.
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Authority to Enforce Conditions on the Approval of Deposit Insurance

The FDIC supports an amendment to Section 8 of the FDI Act to provide each of
the other three appropriate Federal banking agencies with express statutory authority to
take enforcement action against the banks they supervise based upon a violation of a
condition imposed by the FDIC in writing in connection with the approval of an
institution’s application for deposit insurance.

The FDIC frequently imposes written conditions when approving deposit
insurance to a de novo bark or thrift pursuant to Section 5 of the FDI Act (application for
deposit insurance). Because of a drafting anomaly under current law, the other three
appropriate Federal banking agencies cannot enforce violations of deposit insurance
conditions by their supervised institutions. Currently, our only recourse——for institutions
that we do not serve as primary regulator—is to commence deposit insurance termination
proceedings. This provision would provide express enforcement authority for the
involved institution’s appropriate Federal banking agency.

Clarification of Section 8 Enforcement Authority that Change-in-Control

Conditions are Enforceable

The FDIC recommmends for inclusion in the proposed legislation language that
clarifies the appropriate Federal banking agencies’ authority to take enforcement action
against the banks they supervise based on a violation of a condition imposed in writing in
connection with any action by the agency on an application, notice, or other request by an
insured depository institution or institution-affiliated party. The agencies frequently
provide conditions on applications, notices, or other requests, and the proposed change to

Section 8 of the FDI Act would expressly provide that this enforcement authority applies
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equally to conditions imposed in connection with notices and to applications, notices, or
other requests by an institution-affiliated party.

Deposit Insurance Related to the Optional Conversion of Federal Savings

Associations

Under a provision adopted in the Gramm-Leach-Bliley Act (Section 739), Section
5(1)(5) of the Home Owners’ Loan Act permits Federal savings associations with
branches in one or more states to undergo a conversion into one or more national or state
banks. Such conversions require the approval of the OCC and/or the appropriate state
authorities. However, Section 739 does not specifically mention either deposit insurance
or the FDIC.

The FDIC supports an amendment to Section 739 clarifying that conversions
under that section, which result in more than one bank, would continue to require deposit
insurance applications from the resulting institutions, as well as review and approval by
the appropriate Federal banking agency. A one-to-one conversion does not change the
risk to the deposit insurance funds because it involves one institution simply changing
charters. However, a “breakup conversion” presents a potential increase in risk to the
insurance funds because two or more institutions are created with risk profiles that are
likely to differ from the original institution.

Bank Merger Act and Bank Holding Company Act

The FDIC supports amendments to the Bank Merger Act and Bank Holding
Company Act to require consideration of the potentially adverse effects on the insurance
funds of any proposed bank merger transaction or holding company formation/

acquisition. As presently written, these laws do not require that any specific
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consideration be given to a transaction’s possible impact on the deposit insurance funds.
The omission is noteworthy and potentially damaging to the financial viability of the
funds.

Language specifying consideration of risks to the insurance funds already exists
for consideration of other transactions. For example, regarding change in controi of
insured banks, the FDI Act provides authority to the appropriate Federal banking agency
to disapprove any proposed acquisition if the agency determines that the proposed
transaction would result in an adverse effect on the Bank Insurance Fund or the Savings
Association Insurance Fund.

In addition, Section 207 of FIRREA amended Section 6 of the FDI Act to include
a new factor—"‘the risk presented by such depository institution to the Bank Insurance
Fund or the Savings Association Insurance Fund”—that must be considered in granting
deposit insurance. Additional parallels can also be found in Sections 24 and 28 of the
FDI Act.

Given the potential insurance risks inherent in transactions involving large
diversified financial services organizations, the addition of an “adverse effect on the
deposit insurance funds” assessment factor as a requirement under the Bank Merger Act
and Bank Holding Company Act would seem warranted. As with the other factors, each
of the agencies would be required to make a separate “adverse effect on the deposit
insurance funds” evaluation during its review of the proposed transaction. The intent
would be to ensure that the financial integrity of the BIF and the SAIF are prime

considerations in any proposed combination. As indicated, there is precedent in other
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bank application reviews and we believe a compelling case can be made for its inclusion
in both the Bank Merger Act and the Bank Holding Company Act.

The FDIC also suggests including language that will:
1) provide for the FDIC in its role as receiver of failing institutions to gain access to
individual FICO scores to improve the FDIC’s ability to evaluate assets and recommend
transaction structures for failing banks;
2) clarify the provision of the FDI Act relating to the resolution of deposit insurance
disputes in the case of failed insured depository institutions; and
3) exclude from the Federal Advisory Committee Act advisory committees to the

banking agencies.

CONCLUSION

Thank you for the opportunity to present the FDIC’s views on these issues. The
FDIC supports the Subcommittee’s continued efforts to reduce unnecessary burden on
insured depository institutions without compromising safety and soundness or consumer
protection. We continually strive for more efficiency in the regulatory process and are

pleased to work with the Subcommittee in accomplishing this goal.
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APPENDIX

LEGISLATIVE LANGUAGE FOR FDIC RECOMMENDATIONS

Authority to Enforce Conditions on the Approval of Deposit Insurance

Sec. . FEDERAL BANKING AGENCY AUTHORITY TO ENFORCE

DEPOSIT INSURANCE CONDITIONS.
(2) Section 8 of the Federal Deposit Insurance Act (12 U.S.C. § 1818) is amended ~

(1) in subsection (b)(1) in the first sentence, by striking “any condition imposed in
writing by the agency” and inserting “any condition imposed in writing by a Federal
banking agency”;

(2) in subsection (e)(1)(A)(i)(11I), by striking “any condition imposed in writing
by the appropriate Federal banking agency” and inserting “any condition imposed in
writing by a Federal banking agency”; and

(3) in subsection (I}(2)(A)(iii), by striking “any condition imposed in writing by
the appropriate Federal banking agency” and inserting “any condition imposed in writing
by a Federal banking agency”.

Clarification of Section 8 Enforcement Authority that Change-in-Control
Conditions are Enforceable

Sec. . CLARIFICATION OF ENFORCEMENT AUTHORITY.
Section 8 of the Federal Deposit Insurance Act (12 U.S.C. 1818) is amended —

(a) in subsection (b)(1), in the first sentence, by striking “the granting of any
application or other request by the depository institution” and inserting “any action on
any application, notice, or other request by the depository institution or institution-
affiliated party,”;

(b) in subsection (e)(1)(A)I)(IID), striking “the grant of any application or other
request by such depository institution” and inserting “any action on any application,
notice, or request by such depository institution or institution-affiliated party”; and

() in subsection (1)(2)(A)(iii), by striking “the grant of any application or other
request by such depository institution” and inserting “any action on any application,
notice, or other request by the depository institution or institution-affiliated party”.
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Deposit Insurance Related to the Optional Conversion of Federal Savings
Associations

Sec . CLARIFICATION OF APPLICATION REQUIREMENTS FOR
OPTIONAL CONVERSION FOR FEDERAL SAVINGS ASSOCIATIONS.

(a) Paragraph 5 of the Home Owners® Loan Act (12 U.S.C. 1464(i)(5)) is
amended to read as follows --

(5) CONVERSION TO NATIONAL OR STATE BANK. ~

(A) IN GENERAL. — Any Federal savings association chartered and in
operation before the date of the enactment of the Gramm-Leach-Bliley
Act, with branches in operation before such date of enactment in 1 or more
States, may convert, at its option, with the approval of the Comptroller of
the Currency for each national bank, and with the approval of the
appropriate State bank supervisor and the appropriate Federal banking
agency for each State bank, into 1 or more national or State banks, each of
which may encompass 1 or more of the branches of the Federal savings
association in operation before such date of enactment in 1 or more States,
but only if each resulting national or State bank (i) will meet all financial,
management, and capital requirements applicable to the resulting national
or State bank, and (ii) if more than 1 national or State bank results from a
conversion under this subparagraph, has received approval from the
Federal Deposit Insurance Corporation under section 5(a) of the Federal
Deposit Insurance Act. No application under section 18(c) of the Federal
Deposit Insurance Act shall be required for a conversion under this
subparagraph.

(B) DEFINITIONS. — For purposes of this paragraph, the terms “State
bank™ and “State bank supervisor" have the meanings given those terms in
section 3 of the Federal Deposit Insurance Act.”.

(b) Section 4(c) of the Federal Deposit Insurance Act (12 U.S.C. § 1814(c)) is
amended —

) after “Subject to section 5(d)”, by inserting “of this Act and section 5(1)(5) of the
Home Owners’ Loan Act”; and

3] in paragraph (2), after “insured State” by inserting “or Federal”.
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Bank Merger Act and Bank Holding Company Act

Bank Merger Act Amendment

Paragraph (5) of subsection (¢) of section 18 of the FDI Act (12 U.S.C. § 1828(c)(5)) is
amended -

in the last sentence of paragraph (5), by inserting ", the potential risk of loss to the
Bank Insurance Fund or Savings Association Insurance Fund" before ", and".

Bank Holding Company Act Amendment

Paragraph (2) of subsection (c) of section 3 of the Bank Holding Company Act (12
U.S.C. § 1842(c)(2)) is amended -

by inserting ", the potential risk of loss to the Bank Insurance Fund or Savings
Association Insurance Fund" before *, and".

Acquisition of FICO Scores

Sec. . ACQUISITION OF FICO SCORES.

Section 604(a) of the Fair Credit Reporting Act (15 U.S.C. 1681b(a)) is amended by
adding a new paragraph after paragraph (5) as follows:

“(6) To the Federal Deposit Insurance Corporation as part of its preparation for its
appointment or as part of its exercise of powers as conservator or receiver for an insured
depository institution under the Federal Deposit Insurance Act or other applicable Federal
or State law or in connection with the resolution or liquidation of a failed or failing
insured depository institution .”.

Resolution of Deposit Insurance Disputes

Sec. - RESOLUTION OF DEPOSIT INSURANCE DISPUTES.

Paragrapbs (3), (4), and (5) of section 11(f) of the Federal Deposit Insurance Act (12
U.S.C. § 1821(f)(3)) are amended to read as follows:

“(3) RESOLUTION OF DISPUTES. -- The Corporation’s determination
regarding any claim for insurance coverage shall be treated as a final
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determination for purposes of this section. In its discretion, the
Corporation may promulgate regulations prescribing procedures for
resolving any disputed claim relating to any insured deposit or any
determination of insurance coverage with respect to any deposit.

(4) REVIEW OF CORPORATION'S DETERMINATION. -- A final
determination made by the Corporation shall be a final agency action
reviewable in accordance with chapter 7 of title 5, United States Code, by
the United States district court for the Federal judicial district where the
principal place of business of the depository institution is located.

(5) STATUTE OF LIMITATIONS. — Any request for review of a final
determination by the Corporation shall be filed with the appropriate
United States district court not later than 60 days after such determination
is issued.”.

Amendment to Exclude Advisory Committees to the Banking Agencies from the
Federal Advisory Committee Act

Sec. . EXEMPTION FROM THE FEDERAL ADVISORY COMMITTEE ACT.

The Federal Deposit Insurance Act (12 U.S.C. 1811 et seq.) is amended by adding
at the end the following new section:

“Sec. . ADVISORY COMMITTEES ESTABLISHED BY THE FEDERAL
BANKING AGENCIES.—

(a) IN GENERAL.-- The Comptroller of the Currency, the Federal Deposit Insurance
Corporation, and the Office of Thrift Supervision may each establish and use a
committee composed of persons selected by the agency to provide advice and
recommendations to the agency relating to safety and soundness, product and service
developments and delivery, or consumer issues affecting the institutions supervised
by such agencies, and, with respect to committees formed by the Federal Deposit
Insurance Corporation, the protection, operation, and administration of the deposit
insurance funds, including the resolution and liquidation of failed or failing insured
depository institutions.

(b) EQUAL TREATMENT .--Notwithstanding any other law, a Federal banking
agency that establishes and uses an advisory committee under subsection (a) shall be
treated in the same manner as if it were the Federal Reserve System establishing and
using the advisory committee.".
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Testimony of George Latham

Deputy Commissioner of Financial Institutions

Virginia Bureau of Financial Institutions
On behalf of the
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Before the Subcommittee

on Financial Institutions and Consumer Credit
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NASCUS History and Purpose

Good morning, Chairman Bachus, and distinguished members of the Subcommittee. |
am George Latham, Deputy Commissioner of Financial Institutions for the Bureau of
Financial Institutions for the Commonwealth of Virginia. | appear today on behalf of the
National Association of State Credit Union Supervisors (NASCUS). NASCUS represents
the 48 state and territorial credit union agencies and is advised by the NASCUS Credit
Union Advisory Council, composed of more than 600 state-chartered credit unions
dedicated to defending the dual chartering system for credit unions,

The mission of NASCUS is to enhance state credit union supervision and regulation and
promote policies that ensure a safe and sound state credit union system. We achieve
those goals by serving as an advocate for a dual chartering system that recognizes the
traditional and essential role that state government plays as a part of the national
system of depository financial institutions.

NASCUS applauds the introduction of H.R. 3505, the Financial Services Regulatory
Relief Act of 2005. We appreciate that a section is dedicated to regulatory relief
provisions for credit unions. This Subcommittee's continued commitment to providing
ongoing regulatory relief ensures a safe and sound environment for credit unions and
the consumers they serve. We are pleased to have this opportunity to share our
legislative priorities for regulatory relief and to compare and contrast them with the
provisions in H.R. 3505.

National Association of State Credit Union Supervisors (NASCUS)
1655 North Fort Myer Drive, Suite 300
Arlington, Virginia 22209
(703) 528-8351 « (703) 528-3248 Fax
E-mail: offices@nascus.org
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NASCUS Priorities for Regulatory Relief

H.R. 3505 offers many regulatory relief provisions that further the safety and soundness
of credit unions. NASCUS priorities for regulatory relief focus on reforms that will
strengthen the state system of credit union supervision and enhance the capabilities of
state-chartered credit unions. The ultimate goal is to meet the financial needs of
consumer members while assuring that the state system is operating in a safe and
sound manner.

In this testimony, | will address provisions included in H.R. 3505 that are vital to the
future growth and safety and soundness of state-chartered credit unions. In addition, |
will share more regulatory relief provisions that NASCUS believes would further
strengthen the legislation. They are as follow:

. Regulatory moderization that provides parity for credit unions with other
financial institutions.

. Aliowing non-federally insured credit unions to join the FHLBs.

. Capital reform including amending the current Prompt Corrective Action
(PCA) provision for credit unions, allowing risk-based capital reform and
amending the definition of net worth to include the retained earnings of a
merging credit union when calculating net worth.

o Member business lending, expanding the iending provision and amending
the definition of a member business loan.

. Preservation of the dual chartering system and protection against the
preemption of state laws.

Regulatory Relief Provided by H.R. 3505

State regulators appreciate the foresight that went into the provisions provided in this
bill. H.R. 3505 offers several important regulatory relief provisions for state-chartered
credit unions.

A most important provision is an amendment to the definition of net worth, which cures
the unintended consequences for credit unions of the Financial Accounting Standards
Board (FASB) business combination accounting rules. FASB's Financial Accounting
Standard No. 141 requires the acquisition method for business combinations and
effectively eliminates the pooling method for the combinations of mutual enterprises.
Chairman Bachus and members of the Subcommittee, NASCUS applauds the inclusion
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of this provision in H.R. 3505, as well as the House passage of H.R. 1042. Both amend
the definition of net worth to include the net retained eamings of a merging credit union
with that of the surviving credit union. Mergers are a safety and soundness tool
regulators use to protect funds deposited by American consumers and to preserve the
National Credit Union Share Insurance Fund. We recognize and appreciate that a
similar provision was introduced in H.R. 2317, the Credit Union Regulatory
Improvement Act, commonly called CURIA.

NASCUS is also pleased that H.R. 3505 includes language that provides an exemption
from the pre-merger notification requirements of the Clayton Act. Federally insured
credit unions would be provided the same exemption from pre-merger notification
requirements and fees of the Federal Trade Commission currently enjoyed by other
depository institutions.

H.R. 3505 also provides credit unions similar treatment as other depository institutions
under securities laws established in the Securities and Exchange Act of 1934,

We believe that both of these parity provisions for credit unions with other financial
institutions should be expanded to include all state-chartered credit unions, not just
those that are federally insured.

Privately-Insured Credit Unions Should Be Eligible to Join Federal Home Loan
Banks (FHLBs)

We applaud the inclusion of Section 301 in H.R. 3505, which enables privately-insured
credit unions access to FHLBs. Currently, federally insured credit unions have access to
the FHLBs, while privately-insured credit unions do not. NASCUS has long advocated
that privately insured credit unions should have access to the FHLBs. We are pleased
that H.R. 3505 would allow non-federally insured credit union to join the FHLBs.

Non-federally insured credit unions are regulated by the same state regulatory agencies
as those credit unions with federal insurance. The mission of the examination process is
to ensure that state credit unions, regardless of their insurance type, operate in a safe
and sound manner. Federal and private share insurance systems have been
established to protect credit union shareholders.

The regulatory and examination functions performed by a state examiner primarily
determine the safety and soundness of state-chartered credit unions. State agencies
perform examinations and issue rules that ensure safe and sound financial practices.
The exam process includes safeguards to ensure that financial and operational
deficiencies are corrected. When necessary, state agencies may take enforcement
action to ensure that financial and operational remedies are implemented. All of these
actions, working together, ensure a safe and sound state credit union system.

National Association of State Credit Union Supervisors (NASCUS)
1655 North Fort Myer Drive, Suite 300
Artington, Virginia 22209
(703) 528-8351 « (703) 528-3248 Fax
E-mail: offices @nascus.org



148

To manage insurance risk, state and federal regulators must work together.

In fact, often the National Credit Union Administration (NCUA) relies significantly on the
examination reports produced by state examiners. Moreover, in a vast majority of
cases, state agencies use the same computerized examination platform (AIRES) as
used by the NCUA. NASCUS agencies cooperatively participate in the development
and testing of NCUA's examination program and procedures.

In addition, the Federal Deposit Insurance Corporation Improvement Act of 1991
(FDICIA) established a series of safety and soundness requirements both for entities
that offer private deposit insurance to credit unions and for credit unions that opted for
private deposit insurance.

Granting non-federally insured institutions access to the FHLBank system does not
establish a new membership principle. Today, more than 50 insurance companies,
chartered and regulated by state governments with no federal oversight or insurance,
are members of these Banks.

NASCUS believes that allowing FHLB membership for privately-insured credit unions
follows the same basic principle. Moreover, since state examination of privately insured
credit unions is so strong and at least comparable to NCUA’s examination program, it
does not inflict any new or unusual exposure on the FHLB system.

Further, it introduces an additional layer of financial discipline. Each Federal Home Loan
Bank has a sophisticated credit screening system to assure that any borrower, federally
insured or not, is credit worthy. In addition, every advance is secured by marketable
collateral.

Expanding State Agency Regulatory Authority

In addition to providing regulatory relief for non-federally insured credit unions, we are
pleased H.R. 3505 provides additional authorities to state regulators. It provides
amendments to FDICIA that allow the state supervisor of a state-chartered credit union,
that receives deposits insured by a private deposit insurer, to examine and enforce
compliance disclosure regulations.

While expanding state regulatory authority, this legislation repeals examination and
enforcement authority of the Federal Trade Commission (FTC) for credit unions with
private insurance. Section 315 of H.R. 3505 confirms that the FTC retains enforcement
authority of the disclosure requirements and the manner and content of the disclosures
necessary for a credit union with private insurance. NASCUS supports the language
included in H.R. 3505 that recognizes state supervisory authority as the overseer of
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examination and enforcement authority of compliance of disclosure requirements for
credit unions with private insurance.

Expanding H.R. 3505

Two areas that would be beneficial in the regulatory oversight of state-chartered credit
unions are additional capital reform and a change in the definition of a member
business loan.

Capital Reform

Capital reform continues to be a critical concern for the nation’s credit unions.

NASCUS strongly believes regulatory relief for credit unions must include capital reform
that amends the Prompt Corrective Action (PCA) provision of the Federal Credit Union
Act (the Act). It is imperative that the Act include more than retained earnings when
calculating a credit union’s net worth ratio. There are many reasons other forms of
capital should be permitted for credit unions.

At the beginning of this month, we witnessed the devastation of Hurricane Katrina. State
credit union regulators in the affected states helped ensure branch operations continued
in a safe and sound manner and that members had access to cash. These regulators’
concerns will soon shift to concerns about capital requirements imposed statutorily by
PCA.

Section 216 of the Act establishes mandatory net worth categories for credit unions and
does not provide flexibility to temporarily waive PCA requirements. Further, it restricts
the net worth of a credit union o just its retained earmnings. The statutory language
establishing mandatory net worth categories, coupled with the narrow definition of
retained earnings, is problematic for credit unions.

Many of the credit unions affected by Hurricane Katrina will need retained earnings to
rebuild their credit unions. In addition, it is predicted that many members will walk away
from loan obligations because their car or home, which secured their loan, no longer
exists. As retained earnings are reduced for relief efforts, regulators in these states may
have to downgrade credit unions for not meeting PCA requirements.

As this happens, under the current PCA regulation, these credit unions will lose
investment authorities and other privileges associated with being a well capitalized
institution. Many of these authorities enable them to better serve members. This
example demonstrates how viciously this cycle affects and potentially hurts American
consumers.
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A legislative change is needed to broaden the definition of net worth in the Act. The
statutory requirements discussed above are not similar to statutory requirements of
other financial institutions, and potentially have a negative effect on the survival of a
credit union. NASCUS has long advocated for a broader definition of net worth.
Therefore, NASCUS applauds Section 314 that amends the definition of net worth to
include the retained earnings of any credit union that merges into another credit union.
NASCUS further recommends the addition of language modifying the definition of the
net worth ratio to exclude from the numerator and the denominator a credit union’s
deposit in the National Credit Union Share Insurance Fund. Such language is included
in CURIA.

Risk-Based Capital

Beyond an amendment to the Act that provides a broader definition for net worth,
NASCUS endorses and has a long-standing policy supporting risk-based capital for
credit unions. Risk-weighted capital reform should be flexible. New statutes and
regulations shouid be progressive and not designed to regulate to the lowest common
denominator. We believe risk-based capital is a sound and logical approach to capital
reform for credit unions. NASCUS recommends that the risk-based net worth language
in Section 102 of GURIA be inciuded in H.R. 3505. Risk-based net worth and alternative
capital authority are also complimentary capital reforms.

Alternative Capital Authority for Credit Unions

NASCUS supports capital reform beyond the risk-weighted capital and FASB merger
fix. We believe that an important part of capital reform is providing credit unions access
to alternative capital. The combination of current PCA requirements and a review of
many state credit union balance sheets by their CEOs have revealed a need for
alternative capital.

As noted above, the Act defines credit union net worth as retained earnings only. The
NCUA determined that it lacks the regulatory authority to broaden the net worth
definition to include other forms of capital as a part of PCA calculations. Thus, credit
unions require an amendment to the Act to rectify this statutory deficiency.

NASCUS’s Credit Union Advisory Council members have shared that even with the
lower leverage ratio and risk-based capital as proposed in H.R. 2317 (CURIA), some
state-chartered credit unions may not be able to rely solely on retained earnings to meet
the capital base required by PCA standards. Many NASCUS regulators have concurred
with this conclusion, as well. As credit unions grow and serve more consumers in their
fields of membership, their assets will grow. As assets grow, credit unions experience
reduced net worth ratios as eamings retention lags growth in assets.
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We firmly believe alternative capital is necessary for credit unions to continue meeting
the financial needs of their members. This is especially true for credit unions providing
services such as financing for home ownership, or financial education and credit
counseling—each an important part in achieving the American dream.

In July, the NASCUS Alternative Capital Task Force released a white paper that
presents both equity and debt models for alternative capital. The instruments and
arrangements discussed in this paper are designed to preserve the not-for-profit,
mutual, member-owned and cooperative structure of credit unions. Moreover, these
instruments ensure that ownership interest remains with the members. The white paper
has been shared with the credit union community for study and feedback. The
Alternative Capital white paper is attached to this testimony for review. We look forward
to working with members of Congress and congressional staff in the coming weeks on
the models presented.

As regulators, we should take every financially feasible step to strengthen the capital
base of this nation's credit union system. NASCUS recognizes that strong capital reform
requires that state and federal regulators work together. In 1998, the Credit Union
Membership Access Act, H.R. 1151, provided that NCUA consult and cooperate with
state regulators in constructing PCA and member business lending (MBL) regulations
as required by the Act. Legislation or not, NASCUS firmly believes that cooperation
results in better regulation and a stronger and safer credit union system.

Member Business Lending

NASCUS is pleased Section 306 of H.R. 3505 includes a provision that provides
member business lending exclusions to nonprofit religious organizations. The purpose
of this provision is to enhance community development activities of these organizations.
However, NASCUS believes that further regulatory relief for member business lending
is necessary.

NASCUS supports amending the definition of a member business loan in the Act.
Section 201 of H.R. 2317 raises the statutory limit on credit union member business
loans to 20 percent of total assets. We recommend that a similar provision be added to
H.R. 3505. This provision would provide an opportunity for economic growth for credit
unions by facilitating business lending without jeopardizing safety and soundness.

Regulatory relief for member business lending is important for consumers. In today’s
fast-paced economy, it is vital that lending is available to consumers who want to start a
new business. Entrepreneurship is part of fulfilling the American dream. NASCUS has a
vision of providing well-thought-out regulations to best position credit unions to make
members’ dreams become reality.
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We further support the language in Section 202 of H.R. 2317, and recommend it be
included in H.R. 3505. This provision amends the current definition of a member
business loan by granting NCUA the authority to exempt loans of $100,000 or less. The
recommended inclusion of Section 202 of H.R. 2317 into H.R. 3505 would increase the
definition of business loans from the current amount of $50,000 to $100,000.

The addition of both of these provisions would provide credit unions with regulatory
relief as it concerns member business lending. NASCUS supports an amendment to
H.R. 3505 that includes both provisions.

Bank Secrecy Act Provisions

NASCUS appreciates the importance of the Bank Secrecy Act (BSA), and the
recognition in H.R. 3505 that a balance must be met between the burden of producing
the required reports for BSA compliance and the benefit of filing such reports. Title VI,
BSA Compliance Burden Reduction, of H.R. 3505 recognizes that financial institutions
experience a compliance burden when meeting money-laundering laws necessary to
prevent terrorist acts.

Currently, the Secretary of the Treasury (the Secretary) has regulatory authority to
define exemptions that financial institutions may file conceming currency transaction
reports (CTRs). H.R. 3505 provides further flexibility to the Secretary to grant CTR
exemptions for certain parties.

NASCUS believes this review by the Secretary under Section 701, including
consideration of exemptions, will better balance the burden of reporting with the
analytical and investigative needs of the federal government. We recognize the
proposed language in Section 701 (c)(2)(C), discussing the review, is consistent with
current regulatory trends concerning the risk-based assessment of new customers.

NASCUS believes the language in Title VII of H.R. 3505 will yield positive results by
attempting to reduce the inconsistencies in monetary transaction recording and
reporting enforcement and examination requirements.

NASCUS further appreciates the proposed requirement that the Comptroller General
conduct a study of CTRs that are filed with the Secretary to help financial institutions
best use the exemption provisions and mitigate issues that limit their effective use. In
addition, it requires a feasibility study be performed by the Treasury to develop
electronic communications interfaces between financial institutions and FinCEN,
potentially reducing regulatory burdens on state-chartered credit unions.

NASCUS beligves that state credit union regulators have a safety and soundness
responsibility to encourage state-chartered credit unions to comply with all applicable
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laws and regulations. We recommend that Section 702(b}, Enforcement Programs, of
H.R. 3505 should reference state regulators as contributing members of FFIEC.
Referencing state regulators reinforces the importance of the partnership between state
and federal regulators in enforcing and monitoring BSA and anti-money laundering
compliance.

NASCUS appreciates the provisions in H.R. 3505 that attempt to reduce the regulatory
burden of financial institutions. We believe it is a step in the right direction to balance
the reporting burden with the needed information of policy makers, financial regulators,
law enforcement and intelligence agencies. We suggest that future reviews of BSA also
address filing of Suspicious Activities Reports (SARs) and the monitoring activities
required.

Conclusion
In conclusion, NASCUS strongly supports the following issues for regulatory refief:

. NASCUS supports Section 314 of H.R. 3505 that amends the definition of net
worth to include the retained earnings of a merging credit union with that of the
surviving credit union.

. NASCUS supports Section 301 of H.R. 3505 that allows non-federally insured
credit unions to be eligible to join the FHLBs.

. NASCUS supports Section 315 of H.R. 3505 that recognizes state supervisory
authority as the overseer of examination and enforcement authority of
compliance of disclosure requirements for credit unions with private insurance.

. NASCUS supports Section 312 of H.R. 3505 that provides all federally insured
credit unions the same exemptions as banks and thrift institutions from pre-
merger notification requirements of the Clayton Act.

. NASCUS supports Section 313 of H.R. 3505 that provides credit unions similar
treatment as other depository institutions under securities laws established in the
Securities and Exchange Act of 1934,

. NASCUS supports expanding H.R. 3505 to include an amendment to the Prompt
Corrective Action (PCA) provision of the Act to include all forms of capital when
credit unions calculate their net worth ratio.

) NASCUS believes H.R. 3505 should include risk-based capital reform.

National Association of State Credit Union Supervisors (NASCUS)
1655 North Fort Myer Drive, Suite 300
Arlington, Virginia 22209
(703) 528-8351 » (703) 528-3248 Fax
E-mail: offices @nascus.org



154

° NASCUS believes H.R. 3505 should be expanded to allow credit unions to issue
alternative capital.

. NASCUS believes H.R. 3505 should include an expanded definition of member
business lending to 20 percent of total assets of a credit union, furthering the
goal of providing loans for consumer members.

. NASCUS believes H.R. 3505 should amend the definition of a member business
loan by granting NCUA the authority to exempt loans $100,000 or less.

. NASCUS believes the BSA provisions in H.R. 3505 are a step in the right
direction of balancing the reporting burden with needed information of policy
makers, financial regulators, law enforcement and intelligence agencies.

. NASCUS believes Section 702(b}), enforcement programs, of H.R. 3505 should
reference state regulators as contributing members of FFIEC.

. NASCUS believes future reviews of BSA should address filing of Suspicious
Activities Reports (SARs) and the monitoring activities required.

NASCUS appreciates the opportunity to testify today on the provisions in H.R. 3505. We
welcome further participation in the discussion and deliberation of this legislation and
other legislation that provides regulatory relief for state-chartered credit unions. We urge
this Subcommittee to protect and enhance the viability of the dual chartering system for
credit unions by acting favorably on the provisions we have discussed in our testimony.

Thank you.

Attachment —“Alternative Capital for Credit Unions...Why Not?”
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Alternative Capital for Credit Unions—Why Not?

Alternative capital for credit unions has been a hotly debated topic in recent years.
Arguments have been presented pro and con about the concept, each side presenting
their argument with conviction and true passion.

We all share the long-term vision of a safe and sound state credit union system.
NASCUS appreciates your time reviewing this document and we ask that while you
review our presentation of this issue, you think about alternative capital for credit unions
from a “Why not?” perspective. After all, out-of-the box thinking allowed credit unions to
progress into the dynamic institutions we appreciate and know today.

Reasons It Makes Sound Sense

NASCUS presents the attached white paper to demonstrate that there are models of
alternative capital instruments that the credit union community can and should consider
as alternative means to raise capital. The instruments presented enhance credit union
capital adequacy and safety and soundness.

Each of the alternative capital instruments and arrangements discussed in this paper are
designed specifically to preserve the not-for-profit, mutual, member-owned and
cooperative structure of credit unions. Moreover, these instruments ensure that
ownership interest remains with the members. As such, these instruments preserve the
federal income tax exemption that credit unions have historically enjoyed.

The equity model instruments described in the attached paper qualify as equity capital
balances under GAAP and, as such, provide a degree of permanence such that a
sudden outflow of capital will not occur. The debt model instrument described provides
similar benefits such that other regulators have recognized these instruments as capital
for regulatory purposes. While providing a feasible means for augmenting capital, these
instruments ensure that the capital structure of credit unions is not fundamentally
changed and that the safety and soundness of the credit union community as a whole is
preserved.

NASCUS firmly believes that these alternative capital instruments allow a feasible
means to augment capital and should be studied and tested further to demonstrate their
market viability. We believe also that each model presents strong reasoning to examine
and make appropriate changes to the definition of net worth in the Federal Credit Union
Act to include other forms of capital.
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Models of Alternative Capital Instruments
Background

Since the passage of the Credit Union Membership Access Act of 1998, and the NCUA's
promulgation of the prompt corrective action regulations (PCA Regulations), credit union
leaders have loudly decried the “PCA trap.” These leaders argue that successful
member service inevitably leads o asset growth; rapid asset growth resuits in
diminished capital ratios; the PCA minimums (which are higher than those for banks and
thrifts) mean that growth and member service have to be curtailed.

In trying to escape this trap, some credit union boards and their management teams
have suggested that the credit union turn to a state charter and private share insurance.
Others have suggested conversion to a mutual savings bank, while some have
recommended that credit unions be permitted to issue one or more forms of alternative
capital instruments that would receive recognition for regulatory capital purposes. In fact,
many credit unions that have sought to convert o a mutual savings bank charter in
recent memory have cited lack of access to capital alternatives as a rationale for
conversion.

Unlike other financial institutions, credit unions have been able to increase their capital
only by retaining a portion of their net earnings. For the first eight decades of their
existence, American credit unions generally were not subject to capital ratio
requirements and their regulators instead required them to add to retained earnings
each quarter. As a result of the capital adequacy ratios that were imposed in 1998, most
federally insured credit unions must maintain a minimum of 7% “net worth” or fall below
the well-capitalized category and face increased regulatory requirements.

Unlike definitions associated with generally accepted accounting principles, the statutory
definition of a federaily insured credit union’s “net worth” includes only the credit union’s
retained earnings.' The statute presumably omits any reference to any form of capital
instrument because credit unions do not increase their capital by issuing common stock
or taking advantage of other capital enhancement techniques generally available to
banks and thrifts. They do not currently issue capital instruments because such
instruments would have no regulatory value and, for state-chartered credit unions, there
is a fear that such instruments would jeopardize the credit union’s federal income tax-
exempt status under the Internal Revenue Code.

The credit union community has debated for several years whether or not credit unions
can and should offer capital instruments. Most detractors cite their concern that such
capital instruments, especially if issued to non-members, would nuliify the tax-exempt
status of credit unions. In 2004, the U.S. Government Accountability Office released a
report finding no compelling need for alternative capital at that time. The GAO based its

" However, fow-income credit unions are permitted also to include a form of uninsured subordinated debt
(secondary capital) as part of their “net worth” when determining compliance with the requirements of the
PCA Regulations.
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finding on three broad areas of concern. First, the GAO felt that, although non-credit
union systern purchasers of alternative capital instruments would provide market
discipline, the involvement of such “outside investors” could threaten the member-
owned, cooperative structure of credit unions. Second, the GAQ felt that “inside
investors” could raise systemic risk concerns if weaker credit unions could bring down
stronger credit unions due to alternative capital investments — the so-called “daisy-chain
effect.” Third, the GAO felt there was no clear altermnative capital model to study.

This paper seeks to address this last concern by presenting three alternative capital
instrument models for credit unions to study. The first two models are equity capital
instruments — one that raises funds from members only, the other from non-members.
Both of the models are “debt” for federal income tax purposes, while being characterized
as “equity” under generally accepted accounting principles. Banks and business
corporations have successfully issued similar “hybrid” instruments for more than two
decades.

Next, we present a subordinated debt model instrument, which, when properly
structured, is treated by other FFIEC regulators as Tier 2 capital.

This paper argues that such model structures can and should be treated by the credit
union community, Congress, and credit union regulators as regulatory capital. The
models presented in this white paper are not meant to be exhaustive.

Competing Considerations — “Debt” for Tax Purposes, “Equity” for Accounting
Purposes

Debt characterization — State-chartered credit unions are exempt from federal income
taxes under Section 501(c)(14)(A) of the Internal Revenue Code. That section creates a
three-pronged test for determining the tax exemption. Under one of those prongs, credit
urtions are barred from issuing “capital stock” if they wish to remain tax exempt.

Neither the Internal Revenue Code nor IRS regulations define “capital stock” for this
purpose. The relatively few published court opinions on the subject suggest that a lack of
certain features tends to make an instrument less like common stock or capital stock and
more like debt. Some of the key features to avoid are (a) voting rights, (b) any holder's
right to put the instrument back to the issuer, and (¢) appreciation in the instrument’s
value in accordance with the issuer's profitability.

Meanwhile, some of the key features that make an instrument look more like debt are (d)
repayment of the face amount at a time certain (maturity) and (e) a rate of return tied to
an external benchmark (rather than the issuer’s profitability). A preferred rate of return
will also help bolster the debt argument. Taken together, these considerations are a key
to assuring that the instrument would not to be characterized by the IRS as “capital
stock.”

Equity — The applicable accounting literature reveals several key features of instruments
that are treated as equity. The most salient of those features are (1) distributions at the
discretion of the issuer, (2) no obligation on the part of the issuer to repay any amount
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with respect to the holder's original contribution except, perhaps, upon liquidation; and
(3) participation in the residual interests of the issuer (sharing in any profitability of the
issuer upon liquidation). More explicit subordination of the claims of the instrument
holders to the claims of creditors will also make an instrument more “equity-like.”

Walking the line — The proposed hybrid instruments discussed below blend the above
features, specifically:

No voting rights;

No put rights on the part of the holder;

Redemption only at the discretion of the issuer, and then only at the face amount;
indefinite final maturity;

Interest or dividends payable at a fixed rate rather than based on performance;
and

¢ Subordination to claims of creditors and depositors.
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Model One —Member Paid-In Capital — Key Characteristics

Member Paid-In Capital

Credit Union Members

Credit
Union
Member

Credit Ceedlit
Union Union

Member Member

Cash Paid by Credit Union Members
in Exchange for member Paid-in Capital
A\

Credit Union

The first hybrid capital instrument model could be called “Member Paid-in Capital”
because of its similarity to instruments by the same name currently issued by corporate
credit unions. The Member PIC issued by corporate credit unions is recognized by the
NCUA as regulatory capital.?

With Member PIC, dividends {which are structured to be equivalent to interest) would be
payable at a specified rate, most likely based on an external standard (e.g., LIBOR,
Federal Home Loan Bank stock dividend rate). To satisfy GAAP equity accounting
standards, dividends on PIC could be deferred at the credit union board’s discretion
(e.g., the credit union could forgo a dividend payment if, immediately thereafter, the
credit union would fail to meet one or more applicable capital ratios).

2 Corporate credit unions are specifically exempt from the Federal Credit Union Act's prompt corrective
action requirements. Thus, there is no statutory “net worth definition” impediment to the NCUA's recognition
of alternative forms of instruments or accounts as capital for regulatory purposes.
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Like equity instruments, Member PIC could not be “put” by the member back to the
credit union — meaning that the member has no right to immediate redemption. However,
the credit union could redeem Member PIC in a variety of situations at the credit union’s
sole discretion. For example, the credit union could either call Member PIC or offer pro
rata redemption. In addition, the credit union could choose, in its sole discretion, o honor
a member's redemption request under limited circumstances. Those limited
circumstances most likely would include both a lengthy waiting period (e.g., five years)
and a requirement that, immediately following such redemption, the credit union would
remain in compliance with all applicable capital ratios.

To give Member PIC two additional features typically present in GAAP equity
instruments, it would have no stated maturity date and would be subordinate to other
obligations and share accounts. Member PIC has sufficient GAAP equity characteristics
that it would undoubtedly qualify as Tier 1 capital in the eyes of the other FFIEC
regulatory agencies.

On the other hand, bolstering the argument that Member PIC would not be “capital
stock” for tax purposes, it would not grant holders any voting rights in the credit union
nor would it be transferable to non-members without the consent of the credit union.
Further, bolstering Member PIC’s tax treatment as debt rather than “capitat stock,” it
would entitle holders to receive interest payments only and the face amount on
liquidation of or redemption by the credit union. Member PIC’s priority also tends to
support its debt characterization for tax purposes. In this regard, Member PIC would
have priority over retained earnings, meaning that Member PIC would not suffer losses
until all retained earnings had been exhausted to meet the credit union’s liabilities.

In 1997, the IRS issued a private letter ruling to the effect that U.S. Central Credit Union
Member PIC with characteristics substantially similar to those above did not constitute
capital stock for purposes of determining whether or not U.S. Central was exempt from
federal income taxation under Section 501(c)(14)(A). Meanwhile, U.S. Central's
independent auditors have consistently treated such instruments as equity for GAAP
purposes.

More recently, State Employees’ Credit Union of North Carolina issued Equity Shares,
similar to Member PIC in the corporate credit union system. In May of 2005, the IRS
issued a private letter ruling concluding that the Equity Shares issued by State
Employees’ Credit Union, do not constitute “capital stock” within the meaning of section
501(c)(14)(A) of the Internal Revenue Code. This ruling indicated Equity Shares are
merely a means of saving in that they grant neither a participating equity interest in the
credit union nor any participation in the management of the credit union; accordingly,
they do not impact the credit union's tax exempt status under section 501(c)(14)(A) of
the Internal Revenue Code.

Although the IRS private letter rulings apply only to PIC obligations issued by U.S.
Central and to Equity Shares issued by State Employees’ Credit Union, respectively, and
cannot be relied upon by any other party, it is reasonable to assume that the IRS would
view similar private letter ruling requests in the same manner.
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Model Two — Non-Member Paid-in Capital — Key Characteristics

Non-Member Paid-In Capital

Credit Union Members

Credit
Union
Member

The second hybrid capital instrument model is designed to obtain capital from outside
the group of the credit union’s members, and is thus called "Non-Member PIC.” The non-
members have only an indirect interest in the credit union and never become members.

Under the model, the credit union would first cause a limited liability company (or, LLC)
to be formed. The initial contributors to the LLC’s capital (and, thus, its initial owners)
would be a limited number (e.g., seven to ten) of current individual members of the credit
union, most likely officers or directors of the credit union. These individuals would
contribute at least 3 percent of the proposed total capital of the LLC (i.e., the total capital
to be contributed to the credit union), in exchange for 100 percent of the “voting junior
interests” to be issued by the LLC. The LLC would obtain the remaining 97 percent of its
capital by issuing 100 percent of its “non-voting senior interests” to persons not
necessarily affiliated with the credit union. The LLC would be treated as a partnership for
federal income tax purposes.
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The LLC would then become a member of the credit union and purchase a special share
certificate with many of the features outlined above for Member PIC (the “Obligation”).
Despite its financial interest in the credit union, the LLC would have but one vote on
matters coming before the credit union members for a vote. Meanwhile, the voting
control of the LLC would be vested solely in the holders of the voting junior interests.
The only exception would be a limited voting right for the holders of the non-voting senior
interests in the event that the credit union failed to pay interest to the LLC for an
extended period (e.g., three years).

The credit union would pay interest on the Obligation to the LLC at a specified preferred
rate. The LLC, in turn, would pass on all or substantially all of its income from the
Obligation to the holders of the LLC’s non-voting senior interests. Further, interest would
have to be paid in full to the holders of the non-voting senior interests before any interest
could be paid to the holders of the voting junior interests. Interest on the Obligation could
be deferred, but deferred interest would compound at a specified rate. To overcome the
Obligation’s subordination and the lack of voting rights associated with the non-voting
senior interests, the rate of return on both instruments would have to be fairly attractive
to non-members of the credit union.

While the Obligation would have no stated maturity date, it would be callable by the
credit union at any time after five years following issuance.

This structure is an adaptation of trust preferred securities that bank holding companies
have routinely issued since 1987, and which is recognized as Tier 1 capital by other
FFIEC regulatory agencies.

In 1997, the IRS issued a private letter ruling to U.S. Central Credit Union to the effect
that an instrument involving an arrangement substantially similar to that above, pursuant
to which U.S. Central could raise capital from non-members, would not constitute capital
stock for purposes of determining whether or not U.S. Central was exempt from federal
income taxation under Section 501(c)(14)(A). For business reasons, U.S. Central has
not, however, ever raised capital from non-members under this or any other
arrangement.
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Model Three — Subordinated Debt

In addition to the two hybrid instruments described above, it must be acknowledged that
other FFIEC regulatory agencies recognize subordinated debt instruments as valuable
capital supplements for the banks and thrifts they supervise. Under such agencies’
regulations, in order to qualify as Tier 2 capital, subordinated debt must:

Be unsecured, i.e., not supported by pledged assets;

Be “subordinated,” or “junior” to the claims of holders of credit union share
accounts;

Not be insured by the FDIC; no protection in the event of insolvency;

Not contain put options (i.e., provisions that permit holders o accelerate the
payment of principal prior to maturity);

Not be credit-sensitive (i.e., not make increased interest payments in near-default
situations); and

6. Have an original weighted average maturity of no less than 5 years. Issues with a
remaining maturity of between 4 and 5 years are weighted to be counted as
capital at 80% of face value; between 3-4 years at 60%; between 2-3 years at
40%; between 1-2 years at 20 percent. Issues with remaining maturity of less
than one year receive a 0 % weight.

Ao N~

o

The amount of subordinated debt (plus intermediate-term preferred stock) that qualifies
as Tier 2 capital cannot exceed 50% of Tier 1 capital.

The Federal Credit Union Act’s definition of “net worth” includes a form of uninsured
subordinated debt (secondary capital) for low-income credit unions, as defined in such
Act. The authors of this paper believe the Federal Credit Union Act should be amended
to include such instruments as regulatory capital.

Conclusion

Thank you for reviewing the alternative capital instruments presented in this white paper.
As mentioned, we created this paper, in part, to address the GAO Report that stated
there was no clear alternative capital model to study. in addition, this paper provides an
opportunity to address concerns in the credit union community about alternative capital.

NASCUS firmly believes that credit unions should have access to alternative capital and
that it can be done in a safe and sound manner. We present these models to the credit
union community for study and we welcome feedback on the models presented.

The models in this paper are structured to preserve the not-for-profit, mutual, member-
owned cooperative structure of credit unions; they maintain the federal income tax
exemption that credit unions enjoy. Two private letter rulings from the IRS have indicated
that instruments structured similar to the equity models presented in this white paper are
exempt from federal income taxation under Section 501(c)(14)(A). While the IRS private
letter rulings apply only to PIC obligations issued by U.S. Central and to Equity Shares
issued by State Employees’ Credit Union, respectively, and cannot be relied upon by

10
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any other party, it is reasonable to assume that the IRS would view similar private letter
ruling requests in the same manner.

This paper does not address regulatory authority, nor does it discuss state and federal
law as it concerns alternative capital. Not every credit union may have regulatory or
statutory authority to offer these instruments.

Our research indicates that only ten states have laws allowing state-chartered credit
unions access to alternative capital’. When state law provides for alternative capital, the
state regulatory authority must allow for it in its rules and regulations. Additionally, before
credit unions may consider alternative capital for PCA purposes, an amendment to
Section 216(0)(2) of the Federal Credit Union Act (12 U.S.C. 1790d(0)(2)(A)) is required
to include more than retained earnings in the definition of net worth.

These models, structured correctly, preserve the interest of members and the equity
capital models presented do not change the capital structure of the credit union system.
Additionally, they provide a feasible means for credit unions to grow capital, enhancing
the safety and soundness of the credit union system. Further, they provide a degree of
permanence so credit unions are not faced with a sudden outflow of capital.

The models presented are viable in the marketplace and with proper disclosures, they
provide a safe means for members, or potentially non members, to increase returns—an
important goal for consumers in today’s marketplace. Further, the equity model
instruments described in the paper qualify as equity capital balances under GAAP, while
the debt model instrument is recognized by some FFIEC regulators as capital for
regulatory purposes.

NASCUS firmly believes that credit unions should have access to alternative capital. We
welcome your feedback.

3 NASCUS Profile, 2003-2004 Edition
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Chairman Bachus, Representative Sanders, and members of the Subcommittee, thank you
for the opportunity to testify on H.R. 3505, the Financial Services Regulatory Relief Act of 2005,
and other issues related to regulatory relief. The Board is aware of the current and growing
regulatory burden that is imposed on this nation’s banking organizations. Often this burden falls
particularly hard on small institutions, which have fewer resources than larger institutions. The
Board strongly supports the efforts of Congress to review periodically the federal banking laws
to determine whether they can be streamlined without compromising the safety and soundness of
banking organizations, consumer protections, or other important objectives that Congress has
established for the financial system. Developing regulatory relief legislation that appropriately
balances burden reduction and sound public policy is no easy task, and T commend the
Subcommittee for again addressing the issue of regulatory relief.

In 2003, at Chairman Oxley’s request, the Board provided a number of legislative
proposals that we believe would improve the banking laws and relieve unnecessary burden.
Since then, the Board has continued to work with the other federal banking agencies and
Committee staff on regulatory relief matters and has supported several additional regulatory
relief proposals.

I'am pleased to note that some of the Board’s most important legislative
recommendations--including those authorizing depository institutions to pay interest on demand
deposits, permitting the Federal Reserve to pay interest on balances held by depository
institutions at Reserve Banks, and providing the Board greater flexibility in setting reserve
requirements--were passed by the full House earlier this year as part of H.R. 1224, the Business
Checking Freedom Act of 2005. A number of the Board’s other legislative suggestions are

incorporated into H.R. 3505, and we look forward to working with Congress, our fellow banking
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agencies and other interested parties in developing, analyzing and perfecting other potential
regulatory relief proposals as the legislative process moves forward.
Federal Reserve Response to Hurricane Katrina

Before turning to the provisions of H.R. 3505, I’d like to spend a few moments reviewing
the steps that the Federal Reserve has taken to maintain and restore vital financial services to the
people of the Gulf Coast--including those who remain in the region and those who have been
forced by Hurricane Katrina to relocate outside the region. At the outset, I want to express our
heartfelt sympathy to all of the individuals and families who have suffered so much in the past
few weeks, including the employees of the New Orleans Branch of the Federal Reserve Bank of
Atlanta, and to acknowledge the very brave efforts of many individuals to save lives, help the
sick and displaced, and restore public order.

The Federal Reserve System, and particularly the Atlanta Reserve Bank, took a number
of important steps immediately following Hurricane Katrina to assist depository institutions and
customers affected by the disaster. For example, the Atlanta Reserve Bank and other Federal
Reserve offices quickly adjusted their operations to allow the cash services normally supplied by
the New Orleans Branch to be provided by other offices in the region. These offices have
remained open each weekend since the disaster to help ensure that all depository institutions get
the cash services they need and can service the critical cash needs of individuals and businesses
in the region. More recently, we have begun special deliveries of cash to designated distribution
points in the most affected areas to reduce the transportation burdens and expenses on depository
institutions in these areas.

As relief and recovery efforts began, the restoration of check clearing became

increasingly important. We quickly shifted the processing of checks normally handled by our
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New Orleans office to Atlanta and worked with numerous individual institutions to address the
special processing issues facing these institutions. To help ease some of the burden in check
clearing, during the week of September 5, we began giving credit for checks deposited by banks
in the New Orleans territory as if these checks were still being processed normally in

New Orleans. We also did not return checks when we were unable to present them to severely
affected institutions. Instead, we held those checks and worked closely with the institutions’
primary supervisors to determine how and when we could restart normal check relationships
with these institutions. Currently, we can present checks to all of the institutions that had service
from the Federal Reserve prior to Katrina, although often at alternative locations.

The Atlanta Reserve Bank also reminded the depository institutions it serves that, as
usual, the discount window is available to assist in meeting their liquidity needs. We have been
in contact with many depository institutions in the affected areas and are carefully monitoring the
situation. At this time, we have not seen evidence of significant funding difficulties or problems
in balance sheet management.

In Washington, we have worked closely with the other regulatory agencies in
encouraging financial institutions to consider all reasonable and prudent steps to ease burdens on
persons that have been so deeply affected by Katrina. These steps may include waiving ATM
fees for customers and non-customers, increasing ATM daily cash withdrawal limits, allowing
loan customers to defer or skip some payments, waiving late fees for credit card and other loan
balances, and delaying delinquency notices to credit bureaus. The banking agencies, working in
conjunction with the Financial Crimes Enforcement Network (FinCEN), also have encouraged

depository institutions to use the flexibility already embedded in existing regulations to use
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non-documentary methods to verify the identity of customers who may not have access to their
normal identification documents due to the hurricane.

At this point, the banking industry on the whole has responded well to this challenging
situation, showing resilience and flexibility. While the challenges have by no means passed,
banks appear to be taking appropriate actions to get their customers access to cash and banking
services.

For our part, the Board has sought to assure institutions in the affected area that we will
exercise prudence, discretion, and flexibility where possible and appropriate in fulfilling our
supervisory and regulatory responsibilities. In this regard, we recognize that efforts by banking
organizations to work with affected borrowers may cause an institution’s levels of delinquent
and nonperforming loans to increase. However, these actions, when conducted prudently, also
can help protect the long-term viability of the institution, contribute to the local community and
promote recovery. We also have recognized that the disaster may well impact the ability of
banking organizations to comply with a variety of regulatory filing and other requirements. For
this reason, we have publicly announced that the Federal Reserve will consider the unusual
circumstances that organizations in the affected area have faced with respect to safety and
soundness and compliance issues in determining what, if any, supervisory response is
appropriate. We also have reminded banking organizations that the Federal Reserve will
favorably consider activities that revitalize or stabilize designated disaster areas, especially those
activities that benefit low- and moderate-income individuals or areas, in reviewing an
institution’s performance under the Community Reinvestment Act.

On a broader level, we also are cognizant of the concerns expressed by banking

organizations regarding the burdens of complying with certain Bank Secrecy Act (BSA)



requirements. We recognize that provisions of the BSA require considerable effort by the
banking industry to obtain, document and provide relevant financial information to support
criminal investigations by law enforcement. To further promote the uniform application of
BSA/anti-money laundering requirements, the federal banking agencies, working with FinCEN,
recently issued a joint BSA/AML Examination Manual. The Board will continue to work with
our fellow banking agencies and FinCEN to address key issues related to BSA/anti-money
laundering compliance. With respect to currency transaction reports (CTRs), we support the
efforts of the Treasury Department and others to develop ways of reducing the burdens imposed
on banks in ways that would not adversely affect the ability of banks to manage their risk or
unintentionally impede the investigative tools available to law enforcement.
De Novo Interstate Branching

Turning back to H.R. 3505, the Board strongly supports those aspects of the bill that
would remove outdated barriers to de novo interstate branching by banks. Since enactment of
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (Riegle-Neal Act), all
fifty states have permitted banks to expand on an interstate basis through the acquisition of an
existing bank in their state. Interstate banking is not only good for banks, it is good for
consumers and the economy. While the number of banks has fallen in recent years, the number
of branches has risen sharply to more than 71,000 in 2004 compared with approximately 50,000
in 1990. More than 2,000 branches were opened by banks in 2004 alone. The creation of new
branches helps maintain the competitiveness and dynamism of the American banking industry
and improve access to banking services in otherwise under-served markets. It results in better

banking services for households and small businesses, lower interest rates on loans, and higher
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interest rates on deposits. Interstate branching also increases convenience for customers who
live, work, and operate across state borders.

However, the Riegle-Neal Act permitted banks to open a branch in a new state without
acquiring another bank only if the host state enacted legislation that expressly permits entry by
de novo branching (an opt-in requirement). To date, twenty-one states and the District of
Columbia have enacted some form of opt-in legislation, while twenty-nine states continue to
require interstate entry through the acquisition of an existing bank.

This limitation on de novo branching is an obstacle to interstate entry for all banks and
also creates special problems for small banks seeking to operate across state lines. Moreover, it
creates an unlevel playing field between banks and federal savings associations, which have long
been allowed to establish de novo branches on an interstate basis.

H.R. 3505 would remove this last obstacle to full interstate branching for banks and level
the playing field between banks and thrifts by allowing banks to establish interstate branches on
a de novo basis. The bill also would remove the parallel provision that allows states to impose a
minimum requirement on the age of banks that are acquired by an out-of-state banking
organization. These changes would allow banks, including in particular small banks near state
borders, to better serve their customers by establishing new interstate branches and acquiring
newly chartered banks across state lines. It also would increase competition by providing banks
a less costly method for offering their services at new locations. The establishment and
operation of any new interstate branches would continue to be subject to the other regulatory
provisions and conditions established by Congress for de novo interstate branches, including the

financial, managerial, and community reinvestment requirements set forth in the Riegle-Neal

Act.
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While the Board supports expanding the de novo branching authority of banks, the Board
continues to believe that Congress should not grant this new branching authority to industrial
loan companies (ILCs) uniess the corporate owners of these instifutions are subject to the same
type of consolidated supervision and activities restrictions as the corporate owners of other full-
service insured banks. I will explain the reasons for the Board’s position more fully later.
Small Bank Examination Flexibility

Another important section of the bill would expand the number of small institutions that
qualify for an extended examination cycle. Federal law currently requires that the appropriate
federal banking agency conduct an on-site examination of each insured depository institution at
least once every twelve months. The statute, however, permits institutions that have
$250 million or less in assets and that meet certain capital, managerial, and other criteria to be
examined on an eighteen-month cycle. As the primary federal supervisors for state-chartered
banks, the Board and Federal Deposit Insurance Corporation (FDIC) may alternate responsibility
for conducting these examinations with the appropriate state supervisory authority if the Board
or FDIC determines that the state examination carries out the purposes of the statute.

The $250 million asset cutoff for an eighteen-month examination cycle has not been
raised since 1994. The Board, Office of the Comptroller of the Currency, Federal Deposit
Insurance Corporation and Office of Thrift Supervision unanimously support raising this asset
cap from $250 million to $500 million. Doing so would provide meaningful relief to small
institutions without jeopardizing the safety and soundness of insured depository institutions. In
this regard, raising the threshold to $500 million would potentially allow approximately an

additional 1,100 insured depository institutions to qualify for an eighteen-month examination

cycle.
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The Board, however, does not support raising the asset threshold for an eighteen-month
examination cycle to $1 billion, as section 607 of the bill would do. Institutions that have assets
approaching $1 billion tend to have more complex risk profiles and are more likely to operate
business lines on a regional or national basis than institutions with assets of less than
$500 million. For these reasons, the Board believes that institutions with assets of more than
$500 million should continue to be subject to a twelve-month safety and soundness exam cycle.

The Board also does not support a separate provision of the bill (section 601), which
would allow a federal banking agency to extend the twelve- or eighteen-month examination
cycle for an institution of any size, and for a potentially indefinite period of time, in order to
allocate and conserve the agency’s examination resources. Despite advances in off-site
monitoring, the Board continues to believe that regular on-site examinations play a critical role
in helping bank supervisors detect and correct asset, risk-management, or internal control
problems at an institution before these problems result in claims on the deposit insurance funds.
These lessons were learned during the thrift and banking crises of the 1980s and were the reason
Congress established the mandatory exam cycles in 1991. These mandatory on-site examination
cycles impose important discipline on the federal banking agencies, ensure that insured
depository institutions do not go unexamined for extended periods, and have contributed
significantly to the safety and soundness of insured depository institutions. If an agency is
experiencing shortages in its examination resources, we believe it would be better to address
these constraints through the supplementation of the agency’s resources, rather than by extending

the mandated frequency of safety and soundness examinations.
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Permit the Board to Grant Exceptions to Attribution Rule

H.R. 3505 includes another amendment that the Board proposed and that we believe will
help banking organizations maintain attractive benefits programs for their employees. The Bank
Holding Company Act (BHC Act) generally prohibits a bank holding company from owning, in
the aggregate, more than 5 percent of the voting shares of any company without the Board’s
approval. The BHC Act also provides that any shares held by a trust for the benefit of a bank
holding company’s shareholders or employees are deemed to be controlied by the bank holding
company itself. This attribution rule was intended to prevent a bank holding company from
using a trust established for the benefit of its management, shareholders, or employees to evade
the BHC Act's restrictions on the acquisition of shares of banks and nonbanking companies.

While this attribution rule has proved to be a useful tool in preventing evasions of the
BHC Act, it does not always provide an appropriate result. For example, it may not be
appropriate to apply the attribution rule when the shares in question are acquired by a 401(k)
plan that is widely held by, and operated for the benefit of, the employees of the bank holding
company. In these situations, the bank holding company may not have the ability to influence
the purchase or sale decisions of the employees or otherwise control the shares that are held by
the plan in trust for its employees. The bill would allow the Board to address these situations by
authorizing the Board to grant exceptions from the attribution rule where appropriate.
Reduce Cross-Marketing Restrictions

Another amendment proposed by the Board and included in the bill would modify the
cross-marketing restrictions imposed by the Gramm-Leach-Bliley Act (GLB Act) on the
merchant banking and insurance company investments of financial holding companies. The

GLB Act generally prohibits a depository institution controlled by a financial holding company
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from engaging in cross-marketing activities with a nonfinancial company that is owned by the
same financial holding company under the GLB Act’s merchant banking or insurance company
investment authorities. However, the GLB Act currently permits a depository institution
subsidiary of a financial holding company, with Board approval, to engage in limited cross-
marketing activities through statement stuffers and Internet websites with nonfinancial
companies that are held under the act’s insurance company investment authority (but not the
act’s merchant banking authority).

The bill would allow depository institutions controlled by a financial holding company to
engage in cross-marketing activities with companies held under the merchant banking authority
to the same extent, and subject to the same restrictions, as companies held under the insurance
company investment authority. We believe that this parity of treatment is appropriate, and see
no reason to treat the merchant banking and insurance investments of financial holding
companies differently for purposes of the cross-marketing restrictions of the GLB Act.

The bill also would liberalize the cross-marketing restrictions that apply to both merchant
banking and insurance company investments. This aspect of the amendment would permit a
depository institution subsidiary of a financial holding company to engage in cross-marketing
activities with a nonfinancial company held under either the merchant banking or insurance
company investment authority if the nonfinancial company is not controlled by the financial
holding company. When a financial holding company does not control a portfolio company,
cross-marketing activities are unlikely to materially undermine the separation between the

nonfinancial portfolio company and the financial holding company’s depository institution

subsidiaries.
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Small Bank Holding Company Policy Statement

Another section of the bill (section 616) would direct the Board to propose for comment
certain changes to its Small Bank Holding Company Policy Statement, including an increase in
the asset threshold below which a bank holding company (BHC) qualifies as a “small” BHC for
purposes of the Policy Statement. I am pleased to report that the Board already has taken steps
to raise this asset threshold.

As a general matter, the Board has discouraged BHCs from using debt to finance the
acquisition of banks or nonbank companies because high levels of debt at a parent BHC can
impair the parent’s ability to serve as a source of strength to its subsidiary banks. The Board has
recognized, however, that small community-based BHCs may have less access to the capital
markets and equity financing than larger BHCs and that, therefore, the use of acquisition debt
may be needed to permit or facilitate the transfer of ownership of small banks. For this reason,
the Policy Statement permits small BHCs to have higher levels of acquisition debt (and lower
capital-to-asset ratios) than would otherwise be permitted for larger BHCs. Currently, a BHC is
considered “small” for purposes of the Policy Statement if it has less than $150 million in
consolidated assets and meets certain other conditions. The Policy Statement also contains
certain ongoing restrictions on BHCs that operate under the Statement, which are designed to
help ensure that these BHCs do not present an undue risk to the safety and soundness of their
subsidiary banks.

Earlier this month, the Board requested public comment on proposed changes to the
Policy Statement. These proposed changes would, among other things, raise the asset threshold
in the Policy Statement from $150 million to $500 million in consolidated assets. With this

proposed change, approximately 85 percent of all top-tier BHCs--or approximately 4,400
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companies--would qualify for the Policy Statement. Raising the threshold to $500 million, as the
Board has proposed, also goes well beyond the level (approximately $340 million) that would be
needed to adjust the current threshold for inflation since it was established. The Board also has
announced plans to propose revisions to its regulatory reporting framework to accommodate the
changes proposed to the Policy Statement, which should further lower reporting and compliance
costs for small BHCs.

This proposal balances the goals of facilitating the transfer of ownership of small banks,
on the one hand, and ensuring capital adequacy and access to necessary supervisory information
on the other hand. Of course, the Board will carefully review the comments that we receive on
this proposal.

Industrial Loan Companies

As I noted earlier, the Board strongly supports allowing banks to open de novo branches
on an interstate basis. The Board, however, opposes provisions, like those contained in
H.R. 3505, that would grant this new authority to ILCs that operate under a special exemption in
federal law.

ILCs are state-chartered FDIC-insured banks that were first established early in the
twentieth century to make small loans to industrial workers. As insured banks, ILCs are
supervised by the FDIC as well as by the chartering state. However, under a special exemption
in current law, any type of company, including a commercial or retail firm, may acquire an ILC
in 2 handful of states--principally Utah, California, and Nevada--and avoid the activity

restrictions and supervisory requirements imposed on bank holding companies under the federal

BHC Act.
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When the special exemption for ILCs was initially granted in 1987, ILCs were mostly
small, local institutions that did not offer demand deposits or other types of checking accounts.
In light of these facts, Congress conditioned the exemption on a requirement that any 1ILCs
chartered after 1987 remain small (below $100 million in assets) or refrain from offering demand
deposits that are withdrawable by check or similar means.

This special exemption has been aggressively exploited since 1987. Some grandfathered
states have allowed their ILCs to exercise many of the same powers as commercial banks and
have begun to charter new ILCs. Today, several ILCs are owned by large, intemationally active
financial or commercial firms and a large retail firm recently applied to establish an exempt ILC.
In addition, a number of ILCs themselves have grown large, with one holding more than
$50 billion in deposits and an additional six each holding more than 31 billion in deposits.

Affirmatively granting ILCs the ability to open de novo branches nationwide would
significantly expand the attractiveness of this loophole and further blur any remaining distinction
between ILCs and full-service insured banks. This result would be inconsistent with both the
historical functions of ILCs and the terms of their special exemption in current law.

Because the parent companies of exempt ILCs are not subject to the BHC Act,
authorizing ILCs to open de novo branches nationwide would create an unlevel competitive
playing field among banking organizations and undermine the framework Congress has
established for the corporate owners of full-service banks. It would allow firms that are not
subject to the consolidated supervisory framework of the BHC Act--including consolidated
capital, examination, and reporting requirements--to own and control an insured bank with
nationwide offices. It also would allow a foreign bank to acquire control of an insured bank and

operate the bank anywhere in the United States without meeting the requirement under the BHC
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Act that the foreign bank be subject to comprehensive supervision on a consolidated basis in its
home country. In addition, it would allow financial firms to operate a nationwide insured bank
without complying with the capital, managerial, and Community Reinvestment Act requirements
established by Congress in the GLB Act.

Congress has established consolidated supervision as a fundamental component of bank
supervision in the United States because consolidated supervision provides important protection
to the insured banks that are part of a larger organization and to the federal safety net that
supports those banks. Financial trouble in one part of an organization can spread rapidly to other
parts. To protect an insured bank that is part of a larger organization, a supervisor needs to have
the authority and tools to understand the risks that exist within the parent organization and its
affiliates and, if necessary, address any significant capital, managerial, or other deficiencies
before they pose a danger to the bank. This is particularly true today, as holding companies
increasingly manage their operations--and the risks that arise from these operations--in a
centralized manner that cuts across legal entities. Risks that cross legal entities and that are
managed on a consolidated basis simply cannot be monitored properly through supervision
directed at one, or even several, of the legal entities within the overall organization. For these
reasons, Congress since 1956 has required that the parent companies of full-service insured
banks be subject to consolidated supervision under the BHC Act. In addition, following the
collapse of Bank of Commerce and Credit International, Congress has required that foreign
banks seeking to acquire control of a U.S. bank under the BHC Act be subject to comprehensive
supervision on a consolidated basis in the foreign bank’s home country.

Authorizing exempt ILCs to open de novo branches nationwide would undermine this

framework. 1t also would take away from Congress the important decision--recently reaffirmed
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in the GLB Act--regarding the appropriate limits on the affiliation of banks and commercial
entities. This loophole allows any type of company, including a retail or commercial firm, to
own an exempt ILC without regard to the activity restrictions in the BHC Act that are designed
to maintain the separation of banking and commerce.

In an attempt to address the issues associated with the mixing of banking and commerce,
H.R. 3505 places certain limits on the types of ILCs that may open de novo interstate branches.
However, the limits contained in the bill do not adequately address these important issues. For
example, the bill would allow any ILC that received FDIC insurance before October 1, 2003, or
had an application for deposit insurance pending on that date, to open de novo branches
nationwide so long as the institution does not experience a change in control. Thus, the bill
would allow those commercial and retail firms that acquired an 1L.C before October 1, 2003, to
transform the institution into a nationwide retail bank.

Even those ILCs that are established or acquired after October 1, 2003, would be
permitted to open interstate de novo branches unless an appropriate state supervisor for the ILC
affirmatively determined that a company controlling the ILC derived more than 15 percent of its
annual gross revenues from activities that are not “financial in nature or incidental to a financial
activity.” Importantly, the bill does nor define these terms by reference to the GLB Act or
otherwise establish any standards for a state authority to use in determining what activities are
“financial in nature or incidental to a financial activity.” Instead, the bill leaves this important
determination--which has the potential to undermine the nation’s longstanding policy of
maintaining the separation of banking and commerce--to the discretion of the ILC’s state
supervisors. Moreover, unlike the grandfather provisions of the GLB Act on which the ILC

provisions of the bill purportedly are based (see 12 U.S.C. § 1843(n)), H.R. 3505 would not
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require a company that acquires an ILC after October 1, 2003, to divest its non-financial,
commercial activities within a specified period of time.

The limits contained in H.R. 3505 also do not address the other risks and issues presented
by ILCs. For example, the bill fails to address the supervisory issues associated with allowing
domestic firms or foreign banks that are not subject to consolidated supervision to operate an
FDIC-insured bank on a nationwide basis. The bill also fails to address the equity issues raised
by enhancing a loophole that is available to only one type of financial institution chartered in a
handful of states.

Let me be clear. The Board does not oppose granting ILCs the ability to open de novo
branches if the corporate owners of ILCs that exercise these expanded powers are covered by the
same supervisory and regulatory framework that applies to the owners of other full-service
insured banks. Stated simply, if ILCs want to benefit from expanded powers granted other
insured banks, then they and their corporate parents should be subject to the same rules that
apply to the owners of other insured banks.

The Board believes that important principles governing the structure of the nation’s
banking system--such as consolidated supervision, the separation of banking and commerce, and
the maintenance of a level playing field for all competitors in the financial services marketplace--
should not be abandoned without careful consideration by the Congress. These matters deserve
hearings and careful deliberation because they have the potential to change the landscape of our

financial system and should not be considered as non-controversial regulatory relief matters.



183

-17-

Conclusion

1 appreciate the opportunity to discuss the Board’s legislative suggestions and priorities
concerning regulatory relief. Besides the items that I have highlighted in my testimony, the bill
includes several other provisions suggested or supported by the Board, including useful
clarifications of the ability of insured banks to acquire savings associations in interstate merger
transactions and of the authority of the federal banking agencies to maintain the confidentiality
of supervisory information obtained from foreign supervisory authorities. The Board would be
pleased to work with the Subcommittee, the full Committee, and their staffs as you seek to
develop and advance meaningful regulatory relief legislation that is consistent with the nation’s

public policy objectives.
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L INTRODUCTION

Chairman Bachus, Ranking Member Sanders, Representative Hensarling, Representative
Moore, and members of the Subcommittee, I appreciate this opportunity to appear before
you today to discuss H.R. 3503, the Financial Services Regulatory Relief Act of 2005,
Representatives Hensarling and Moore introduced this bill on July 28, 2005, and I
commend them for taking the lead in sponsoring this important legislation. The Office of
the Comptroller of the Currency (OCC) welcomes the opportunity to discuss the challenge
of reducing unnecessary regulatory burden on America’s banks and to offer suggestions for
' reforms, including some suggestions particularly affecting national banks and the national

banking system.

Over the years, this Subcommittee has consistently addressed the need to reduce
unnecessary burden on our nation’s banks. We appreciate your continued efforts to pursue
responsible regulatory burden relief legislation. Freeing banks from unnecessary burdens

enables them to better meet the financial needs of their customers and their communities.

The Subcommittee’s action on this legislation is even more important today in light of the
Hurricane Katrina disaster that has .devastated widespread areas in several states. While the
legislative burden relief proposals in the bill supported by the OCC will benefit all banks,
several of these items and others suggested by the OCC may be particularly helpful tenable

banks to serve customers and communities in the disaster areas.! My testimony also

' See, e.g., Section 601 (giving the Federal banking agencies flexibility to adjust exaraination cycles), and
Section 401 (facilitating interstate de novo branching).
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discusses other legislative proposals suggested by the OCC that may be beneficial in
helping with the disaster relief, e.g., increasing national banks’ community development
investment authority. In addition, as part of my testimony, I will summarize key actions
that the OCC is taking 1o enable national banks to better assist their customers and

communities affected by Hurricane Katrina.

Unnecessary regulatory burdens are not simply an issue of bank costs. For example,
complying with unnecessary burdens requires banks to use valuable employee resources
that may be better used to serve their customers and communities. Over-regulation neither
encourages greater competition nor improved allocation of resources; to the contrary, it can
shackle competition and lead to inefficient use of resources. Bank customers also feel the
impact not only in the form of higher prices but also, in some cases, in the form of
diminished product choices and services. Unnecessary regulatory burden also can become
an issue of competitive viability, particularly for our nation’s community banks and most
particularly for our community banks in the disaster areas whose resources may have been

stretched thin even before Hurricane Katrina.

Unnecessary regulatory burdens imposed on our banks arise from several sources. One
source is regulations promulgated by the Federal banking agencies. We, as regulators,
have the responsibility to ensure that our regulations effectively protect safety and
soundness, foster the integrity of bank operations, safeguard the interests of consumers,
and do not impose regulatory burdens that exceed what is necessary to achieve those

goals, and thereby act as a drag on our banks’ efficiency and competitiveness. We also
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need to be flexible to the extent allowable under law and consistent with safety and
soundness to enable our banks to meet customer needs for services in extraordinary
circumstances. At the OCC, we have undertaken a new, thorough “scrub” of the rules that
we promulgate to identify any areas remaining where we can streamline processes or

eliminate unnecessary requirements to further these goals.

However, not all the regulatory burdens imposed on banks today come from regulations
promulgated by bank regulators. Thus, we welcome the interest of the Subcommittee in
issues such as regulatory implementation of the Bank Secrecy Act (BSA) and anti-money

7 laundering standards. In addition, actions by other regulators can affect regulatory
burdens on banks. In this regard, the Securities and Exchange Commission’s (SEC) recent
decision to take some additional time to implement the broker “push-out” provisions of the
Gramm-Leach-Bliley Act (GLBA) holds promise that those provisions can be
implemented in 2 manner that is both faithful to GLBA’s intent and not so burdensome as

to drive established banking activities out of banks.

Another source of regulatory burden is mandates of Federal legislation. Thus, relief from
some manifestations of unnecessary regulatory burden requires action by Congress. My
testimony focuses on legislative recommendations that are supported by the OCC, many of

which are included in H.R. 3505.



188

In summary, my testimony will—

First, summarize the actions that the OCC is taking to assist national banks and their
customers affected by Hurricane Katrina;

Second, summarize how the Federal banking agencies are working together under the
able leadership of the Office of Thrift Supervision (OTS) Director John Reich to
complete the process required by the Economic Growth and Regulatory Paperwork
Reduction Act of 1996 (EGRPRA) to identify unnecessary regulatory burdens;

Third, summarize some important regulatory initiatives that the OCC is pursuing with
the other Federal banking agencies to reduce burden;

Fourth, summarize some of the proposals that the OCC considers to be priority
legislative items in H.R. 3505;

Fifth, in the area of consumer protection, explain how we can both reduce unnecessary
regulatory burden and more effectively use disclosures to provide information to
consumers in a more meaningful way; and

Sixth, provide an overview of several legislative items that the OCC supports that were

not included in H.R. 3505.
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II. REGULATORY INITIATIVES TO REDUCE BURDEN

REGULATORY RELIEF FOR BANKS AND CUSTOMERS IN THE HURRICANE

DISASTER AREAS

The bank regulatory community — at the Federal and state levels — has worked together

with outstanding teamwork to address the extraordinary dimensions of the aftermath of

Hurricane Katrina. The four Federal banking agencies working with the National Credit

Union Administration and the Conference of State Bank Supervisors (CSBS) immediately

issued joint guidance urging insured depository institutions to consider all reasonable and

prudent steps to assist customers’ cash and financial needs in areas affected by the

hurricane. Among the actions the Federal and state regulators have encouraged are:

e Waiving ATM fees for customers and non-customers;

¢ Increasing ATM daily cash withdrawal limits;

» Easing restrictions on cashing out-of-state and non-customer checks;

» Waiving overdraft fees as a result of paycheck interruption;

e Waiving early withdrawal penalties on time deposits;

e Waiving availability restrictions on insurance checks;

* Allowing customers to defer or skip some loan payments;

*  Waiving late fees for credit cards and other loans due to interruption of mail and/or
billing statements, or the customer’s inability to access funds;

¢ Easing credit card limits and credit terms on new loans;

¢ Delaying delinquency notices to credit bureaus; and
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* Encouraging institutions to use non-documentary customer verification methods for

customers that are not able to provide standard identification documents.

In addition, the OCC has issued guidance on establishment of temporary branches, and
branch- and employee-sharing arrangements. We also have compiled and published
answers to frequently asked questions on additional topics including the Community
Reinvestment Act (CRA), BSA, and various operational issues, including regulatory

reporting requirements. We add additional questions and answers to our website as new

issues surface.

Bottom line, consistent with our longstanding practice, the OCC will take into account the
extraordinary circumstances impacting banks in the affected areas with respect to safety
and soundness and compliance issues. We are committed to working with the banking
industry and the other Federal and state financial regulators to respond to issues that arise
in the aftermath of Hurricane Katrina and to minimize disruption and burden for banks and

their customers in affected areas.

To that end, Comptroller Dugan, as Chairman of the Federal Financial Instituﬁons
Examination Council (FFIEC), earlier this week moved to establish a special FFIEC
Katrina Working Group to facilitate the coordination, communication, and response to
bank supervision issues that will arise in the weeks and months ahead in the aftermath of
Hurricane Katrina. We are pleased that John Allison, Commissioner of the Mississippi

Department of Banking and Consumer Finance, has agreed to participate as the FFIEC’s
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State Liaison Committee representative. In establishing the Working Group, Comptroller
Dugan stressed that formation of the Working Group will facilitate interagency
coordination and underscore each agency’s commitment to assure that recovery efforts and
concomitant resource commitments are supported at the highest levels of all participating

agencies.

Finally, it is important to note, as the Subcommittee considers legislative proposals
prompted by Hurricane Katrina, that legislation previously adopted by Congress in
response to other disasters, contains provisions that were helpful before, and could be

k helpful now. I'm thinking in particular of provisions in the Depository Institutions
Disaster Relief Acts of 1992, 1993, and 1997. One provision in those laws that I would
call to your attention allowed the Federal banking agencies for a period of time to permit
certain adequately capitalized depository institutions located in and serving customers in
the affected areas to exclude deposits of insurance proceeds from their assets in their
leverage capital ratio calculations for purposes of prompt corrective action requirements.
As a result, these institutions were not adversely affected from a capital adequacy
standpoint by the influx of deposits that were directly related to the damage and losses
caused by the disaster. Another provision in those laws that you may want to consider is
the provision that gave the Board of Governors of the Federal Reserve System (Fed) broad
temporary authority to make exceptions to the Truth in Lending Act (TILA) for
transactions in designated disaster areas, and to make exceptions to the Expedited Funds
Availability Act (EFAA) for depository institution offices located in designated disaster

areas. Consistent with safety and soundness and appropriate consumer protections, this
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authority would give the Fed the ability to waive TILA and EFAA requirements pursuant
to authority that they may not otherwise have under other law to assist in the recovery

efforts for banks, consumers, and communities in the disaster areas.

EGRPRA PROCESS

Turning to the broader effort to eliminate unnecessa?y regulatory burden, the OCC is an
active participant in and supporter of the regulatory burden reduction initiative being led by
OTS Director Reich, Under Director Reich’s capable and dedicated leadership, the Federal
banking agencies have been working together to conduct the regulatory review required
under section 2222 of EGRPRA, Sectioﬁ 2222 requires the FFIEC and each Federal
banking agency to identify outdated, unnecessary regulatory requirements and, in a report
to Congress, to address whether such regulatory burdens can be changed through regulation

or require legislative action. The current review period ends in September 2006.

The Federal banking agencies — the OCC, the Board of Governors of the Federal Reserve
System (Fed), the Federal Deposit Insurance Corporation (FDIC), and OTS - have divided
their regulations into thirteen categories for purposes of publishing those regulations for
review as part of the EGRPRA process. Since the first joint notice was published in mid-
2003, the agencies have issued a total of five joint notices for public comment. To date, we
have received over 800 comments on our notices, excluding comments on the fifth joint

notice for which the comment period is still open. Every comment received will be
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considered in formulating the agencies’ recommendations for specific regulatory changes,

as well as legislative recommendations.

Moreover, in addition to soliciting written comments, the Federal banking agencies, in
conjunction with the Conference of State Bank Supervisors and state regulatory agencies,
have held a total of seventeen banker and consumer outreach meetings in different cities
and regions throughout the country to hear first-hand concemns and suggestions to reduce
burden. The last four meetings were held over the past two months. The EGRPRA
meeting in late July was attended only by consumer organizations but the three meetings
since then were attended by both bz_mkers and consumer organizations and resulted in open-
end useful interaction between these two groups on various regulatory burden relief

proposals.

QTHER BURDEN REDUCTION REGULATORY INITIATIVES

The OCC constantly reviews its regulations to identify opportunities to streamline
regulations or regulatory processes, while ensuring that the goals of protecting safety and
soundness, maintaining the integrity of bank operations, and safeguarding the interests of
consumers are met. In the mid-1990’s, pursuant to our comprehensive “Regulation
Review” project, we went through every regulation in our rulebook with that goal in mind.
We have since conducted several supplemental reviews focused on particular areas where
we thought further improvements could be made, and we have new efforts underway right

now. The following are several significant regulatory projects that reduce unnecessary
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regulatory burdens. One was recently completed; one has great promise as a roadmap for a

new approach to consumer disclosure requirements.

Reducing CRA Burden on Small Banks. Recently, the OCC, the Fed, and the FDIC

finalized amendments to our CRA regulations. Before we recently amended our rules, a
“small bgnk” was defined as a bank with assets less than $250 million and subject to
certain other requirements. Banks above that asset threshold were categorized as “large”
banks for CRA purposes and subject to a three-part test that separately assessed their

lending, services, and investments.

The new rule creates a new class of “intermediate™ small banks, namely those with assets
between $250 million and $1 billion. “Intermediate” small banks are subject to the
streamlined small bank lending test and a flexible new community development test that
looks to the mix of community development lending, investment, and services that a bank
provides, particularly in light of the bank’s resources and capacities, and the needs of the
communities it serves. “Intermediate” small banks also are no longer subject to certain

data collection and reporting requirements.

In addition, the new rule expressly provides that banks’ activities that revitalize and
stabilize distressed or underserved rural areas and designated disaster areas, which would
obviously include designated areas affected by Hurricane Katrina, are eligible for CRA

credit. This change benefits banks of all sizes.



195

Improving the Value and Reducing the Burden of Privacy Notices. The OCC, together

with the other Federal banking agencies, the Federal Trade Commission, the SEC, and the
Commodity Futures Trading Commission, have undertaken an unprecedented initiative to
simplify the privacy notices required under GLBA. Over a year ago, the agencies asked for
comments on whether to consider amending their respective privacy regulations to allow,
or require, financial institutions to provide alternative types of privacy notices, such as a
short-form privacy notice, that would be more understandable and useful for consumers
and less burdensome for banks to provide. The agencies also asked commenters to provide
sample privacy notices that they believe work well for consumers, and to provide the

results of any consumer testing that has been conducted in this area.

The OCC and the other agencies then engaged experts in plain language disclosures and
consuraer testing to assist in conducting a series of focus groups and consumer interviews
to find out what sort of information consumers find most meaningful, and the most
effective way to disclose that information to them. We expect that this consumer testing
will be completed by the end of the year and will form the basis for a proposal to revise the
current privacy notice rules. This project has the potential to be a win-win for consumers
and financial institutions ~ more effective and meaningful disclosures for consumers, and

reduced burden on institutions that produce and distribute privacy notices.
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I OCCSUPPORT FOR REGULATORY BURDEN RELIEF PROPOSALS IN

H.R. 3505

The OCC also has recommended a package of legislative amendments that we believe will
help reduce unnecessary regulatory burden on national banks and other depository
institutions. Some of these items are discussed below, particularly the proposals that may
be especially beneficial to community banks. In past testimonies before this
Subcommuttee, including our testimony on June 9, 2005, the OCC provided detailed

summaries of our recommended legislative changes. Most of these items are included in

H.R. 3505.

In addition, the banking agencies jointly recommended certain legislative changes to
reduce burdens that have been identified as part of the EGRPRA process. The consensus
items supported by the four Federal banking agencies also are discussed below and many
of those items are included in H.R. 3505. As the legislative process moves forward, the

agencies may jointly support additional items.

NATIONAL BANK-RELATED PROVISIONS

Repealing State Opt-In Requirements for De Novo Branching. Section 401 of HR.

3505 includes provisions that would repeal the state opt-in requirement that applies to
banks that choose to expand interstate by establishing branches on a de novo basis and

would repeal the state age requirement for interstate mergers. These provisions would

13
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remove significant unnecessary burdens imposed on both national and state banks that seek
to establish new interstate branch facilities to enhance service to customers. Under the
Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994, interstate expansion
through bank mergers generally is subject to a state “opt-out” that had to be in place by
June 1, 1997. Interstate bank mergers are now permissible in all 50 states. De novo
branching, however, is permissible only in those approximately 23 states that have
affirmatively opted-in to allow the establishment of new branches in the state.

Approximately 17 of these 23 states impose a reciprocity requirement.

V In many cases, in order to serve customers in multi-state metropolitan areas or regional
markets, banks must structure artificial and often expensive transactions in order to
establish a new branch across a state border. Community banks may not possess the
resources to pursue these alternatives, and thus may be disadvantaged. And the
circumstances of Hurricane Katrina illustrate another dimension to this issue as well.
Community banks that seek to provide banking facilities to customers forced to relocate to
other states may not be able to promise those customers the availability of banking
facilities long-term, beyond the immediate emergency period, as a result of interstate
branching restrictions. Larger banks, by contrast, may have more structural options

available to them that enable them to retain customers that relocate to other states.

Providing Relief for Subchapter S National Banks. Another priority item supported by

the OCC is the amendment n Section 101 of H.R. 3505 that would allow directors of

national banks that are organized as Subchapter S corporations to purchase subordinated
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debt instead of capital stock to satisfy the directors” qualifying shares requirements in
national banking law. As a result, the directors purchasing such debt would not be counted
as shareholders for purposes of the 100-sharcholder limit that applies to Subchapter $
corporations thereby permitting such national banks 1o attract additional shareholder
investors. This relief would make it possible for more community banks with national
bank charters to organize in Subchapter S form while still requiring that such national bank

directors retain their personal stake in the financial soundness of these banks.

Simplifving Dividend Calculations for National Banks. Under current law, the formula

for calculating the amount that a national bank may pay in dividends is both complex and
antiquated and unnecessary for purposes of safety and soundness. Section 103 of H.R.
3505 would make it easier for national banks to perform this calculation, while retaining
safeguards in the current law that provide that national banks (and state member banks)’
nced the approval of the Comptroller (or the Fed in the case of state member banks) to pay
a dividend that exceeds the current year’s net income combined with any retained net
income for the preceding two years. The amendment would ensure that the OCC (and the
Fed for state member banks) would continue to have the opportunity to deny any dividend
request that may deplete the net income of a bank that may be moving towards troubled
condition. Other safeguards, such as Prompt Corrective Action, which prohibit any insured
depository institution from paying any dividend if, after that payment, the institution would

be undercapitalized (see 12 U.S.C. § 18310(d)(1)) would remain in place.

?See 12 U.S.C. § 324 and 12 C.F.R. § 208.5 generally applying the national bank dividend approval
requirements to state member banks.
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Modernizing Corporate Governance. The OCC also supports Section 102 of HR. 3505

that would eliminate a requirement that precludes a national bank from prescribing, in its
articles of association, the method for election of directors that best suits its business goals
and needs. Unlike most other companies and state banks, national banks cannot choose
whether or not to permit cumulative voting in the election of their directors. Instead,
current law requires a national bank to permit its shareholders to vote their shares
cumulatively. Providing a national bank with the authority to decide for itself whether to
permit cumulative voting in its articles of association would conform the National Bank
Act to modern corporate codes and provide a national bank with the same corporate

flexibility available to most corporations and state banks.

Modernizing Corporate Structure Options. The OCC supports Section 109 of H.R.
3505 clarifying the OCC’s authority to adopt regulations to permit a national bank to kbe
organized other than as a body corporate. This provision would further clarify the OCC’s
authority to permit a national bank to organize in any business form. An example of such
an alternative form of organization is a limited liability national association, comparable to
a limited liability company. The provision also would clarify that the OCC may provide
the organizational characteristics of a national bank operating in an alternative form,
consistent with safety and soundness. Except as provided by these organizational
characteristics, all national banks, notwithstanding their form of organization, would have
the same rights and privileges and be subject to the same restrictions, responsibilities, and

enforcement authority.

16
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Organization as a limited liability national association may be a particularly attractive
option for community banks. The bank may then be able to take advantage of the pass-
through tax treatment for comparable entities organized as limited liability companies
(LLCs) for purposes of certain tax requirements and eliminate double taxation under which
the same earnings are taxed both at the corporate level as corporate income and at the
shareholder level as dividends. Some states currently permit state banks to be organized as
unincorporated LLCs and the FDIC adopted a rule allowing certain state bank LLCs to
qualify for Federal deposit insurance. This amendment would clarify that the OCC can
permit national banks to organize in an alternative business form, such as an LLC, in the

same manner.

FEDERAL BRANCHES AND AGENCIES OF FOREIGN BANKS

The OCC also licenses and supervises Federal branches and agencies of foreign banks.
Federal branches and agencies generally are subject to the same rights and privileges, as
well as the same duties, restrictions, penalties, labilities, conditions and limitations and
laws that apply to national banks. Branches and agencies of foreign banks, however, also
are subject to other requirements under the International Banking Act of 1978 (IBA) that
are unique to their organizational structure and operations in the U.S. as an office of 2
foreign bank. In this regard, the OCC is recommending amendments to reduce certain
unnecessary burdens on Federal branches and agencies while preserving national treatment

with national banks.
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Implementing Risk-Based Requirements for Federal Branches and Agencies. Section

111 of H.R. 3505 would allow the OCC to set the capital equivalency deposit (CED) for
Federal branches and agencies to reflect their risk profile. The provision that is in the bill
would prevent the OCC from setting the CED any lower than the minimum CED set by the
state banking authorities for state-licensed branches and agencies in the state in which the
Federal branch or agency is located. While we appreciate that Section 111 provides more
flexibility than is currently the case, rather than the state floor limitation in the current bill,
we would prefer an amendment that would allow the OCC, after consultation with the
FFIEC, to adopt regulations setting the CED on a risk-based institution-by-institution basis.
This approach would more closely parallel the risk-based capital framework that applies to

both national and state banks.

SAFETY AND SOUNDNESS

The OCC also supports a number of amendments that would promote and maintain the
safety and soundness and facilitate the ability of regulators to address and resolve problem

bank situations.

Providing Flexibility in Adjusting the Examination Schedule to Allocate Examiner

Resources More Efficiently. The OCC supports Section 601 of H.R. 3505 that would
allow the Federal banking agencies to adjust the examination cycle for an insured
depository institution if necessary for safety and soundness and the effective examination

and supervision of insured depository institutions. Current law requires that an insured
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depository institution must be examined in a full-scope, on-site examination at least once
every 12 months, unless it qualifies for an 18-month cxamination cycle. Small insured
depository institutions with total assets of less than $250 million may be examined on an
18-month cycle. This amendment would give the agencies needed flexibility to adjust the
examination cycle if necessary to better allocate examiner resources in a manner that is
consistent with safety and soundness and the effective examination and supervision of

insured depository institutions.

Enforcing Written Agreements and Commitments. The OCC supports Section 405 of
H.R. 3505 that would expressly authorize the Federal banking agencies to enforce written
agreements and conditions imposed in writing in connection with an application or when

the agency imposes conditions as part of its decision not to disapprove a notice, e.g., a

Change in Bank Control Act (CBCA) notice.

This amendment would address the anomalous results of some Federal court decisions that
conditioned the agencies’ authority to enforce certain conditions or agreements with
respect to a non-bank party to the agreement on a showing that the non-bank party was
“unjustly enriched.” We believe that this amendment would enhance the safety and
soundness of depository institutions and protect the deposit insurance funds from

unnecessary losses.

Barring Convicted Felons From Participating in the Affairs of Depository

Institutions. The OCC also supports Section 603 of H.R. 3505 that would give the Federal
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banking agencies the authority to prohibit a person convicted of a crime involving
dishonesty, breach of trust, or money laundering from participating in the affairs of an
uninsured national or state bank or uninsured branch or agency of a foreign bank without
the consent of the agency. Under current law, the ability to keep these “bad actors” out of
depository institutions applies only to insured depository institutions. Thus, for example, it
would be harder to prevent an individual convicted of such crimes from serving as an
official of an uninsured trust bank - the operations of which are subject to the highest
fiduciary standards -- than to keep that-individual from holding an administrative position

at an insured bank.

Strengthening the Supervision of “Stripped-Charter” Institutions. The OCC supports

Section 409 of H.R. 3505 that would address issues that have arisen when a stripped-
charter institution (i.e., an insured bank that has no ongoing business operations because,
for example, all of the business operations have been transferred to another institution) is
the subject of a change-in-control notice. The agencies’ primary concern with such CBCA
notices is that the CBCA is sometimes used as a route to acquire a bank with deposit
insurance without submitting an application for a de novo charter and an application for
deposit insurance, even though the risks presented by the two transactions may be
substantively identical. In general, the scope of review of a de novo charter application or
deposit insurance application is more comprehensive than the current statutory grounds for
denial of a notice under the CBCA. There also are significant differences between the
application and notice procedures. In the case of an application, the banking agency must

affirmatively approve the request before a transaction can be consummated. Under the

20
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CBCA., 1if the Federal banking agency does not act to disapprove 2 notice within certain
time frames. the acquiring person may consummate the transaction. To address these
concerns, the OCC supports Section 409 to clarify that (1) a Federal banking agency may
extend the time period to consider a CBCA notice so that the agency may consider business
plan information, and (2) the agency may use that information in determining whether to

disapprove the notice.

1V.  REDUCING BURDENS AND ENHANCING EFFECTIVENESS OF
CONSUMER COMPLIANCE DISCLOSURES

Many of the arcas that are often identified as prospects for regulatory burden reduction
involve requirements designed for the protection of consumers. Over the years, those
requirements — mandated by Congress and initiated by regulators — have accreted, and in
the disclosure area, in particular, consumers today receive disclosures so voluminous and

so technical that many simply do not read them — or when they do, do not understand them.

No matter how well intentioned, the current disclosures being provided to consumers in
many respects are not delivering the information that consumers need to make informed
decisions about their rights and responsibilities, but they are imposing significant costs on

the industry and consuming precious resources.
In recent years, bank regulators and Congress have mandated that more and more
information be provided to consumers in the financial services area. New disclosures have

been added on top of old ones. The result today is a mass of disclosure requirements that
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generally do not effectively communicate to consumers, and impose excessive burden on

the institutions required to provide those disclosures.

There are two arenas — legislative and regulatory — in which we can make changes to

produce better, more effective, and less burdensome approaches to consumer disclosures.

With respect to legislation to improve disclosures, we can learn much from the experience
of the Food and Drug Administration (FDA) in developing the “Nutrition Facts” label.
This well-recognized ~ and easily understood disclosure is on virtually every food product

7 we buy.

The effort that led to the FDA’s nutrition labeling began with a clear statement from
Congress that the FDA was directed to accomplish certain objectives. While Congress
specified that certain nutrition facts were to be disclosed, it gave the FDA the flexibility to
delete or add to these requirements in the interest of assisting consumers in “maintaining
healthy dietary practices.” The current disclosure is the result of several years of hard work
and extensive input from consumers. The “Nutrition Facts™ box disclosure was developed
based on goals set out by Congress and then extensive research and consumer testing was

used to determine what really worked to achieve those goals.

This experience teaches important lessons that we need 10 apply to information provided to

consumers about financial services products—
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» First. financial services legislation should articulate the goals to be achieved through a
particular consumer protection disclosure regime, rather than directing the precise
content or wording of the disclosure.

» Second, the legislation should provide adequate time for the bank regulators to include
consumer testing as part of their rulemaking processes.

e Third, Congress should require that the regulators must consider both the burden

associated with implementing any new standards, as well as the effectiveness of the

disclosures.

’ With respect to the regulatory efforts to improve disclosures, as discussed above, we are
today using consumer testing — through focus groups and consumer interviews — to identify
the content and format of privacy notices that consumers find the most helpful and easy to
comprehend. We are hopeful that this initiative will pave the way for better integration of

consumer testing as a standard element of developing consumer disclosure regulations.

On another front, the OCC also took the unusual step several months ago of submitting a
comment letter to the Federal Reserve Board on its Advance Notice of Proposed
Rulemaking related to credit card disclosures, discussing both the development of the
FDA’s “Nutrition Facts™ label and the efforts of the Financial Services Authority (FSA) in
the United Kingdom to develop revised disclosures for a variety of financial products. Our
comments highlighted some of the lessons learned from the FDA’s and FSA’s efforts and

urged the Fed 1o take guidance from this experience:
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» Focus on key information that is central to the consumer’s decision making (provide
supplementary information separately in a fair and clear manner);

e Ensure that key information is highlighted in such a way that consumers will notice it
and understand its significance;

» Employ a standardized disclosure format that consumers can readily navigate; and

* Use simple language and an otherwise user-friendly manner of disclosure,
V. BANKING AGENCY CONSENSUS ITEMS

‘ As a result of the dialogue between the Federa] banking agencies — the OCC, the Fed, the
FDIC, and the OTS as part of the EGRPRA process and other discussions over the last
several years on regulatory burden relief legislation, it has become apparent that there are a
number of items that we all support. Most of these items are included in H.R. 3505 or in

other legislation.

In brief, the four Federal banking agencies all support amendments to Federal law that
would—
« Authorize the Fed to pay interest on reserve accounts under the Federal Reserve Act
(FRA);
* Provide that member banks may satisfy the reserve requirements under the FRA

through pass-through deposits;
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» Provide the Fed with more flexibility to set reserve requirements under the FRA;?

* Repeal certain reporting requirements relating to insider lending under the FRA (see
Section 403 of H.R. 3505);

* Streamline depository institutions’ requirements under the Bank Merger Act (BMA)
to eliminate the requirement that the agency acting on the application must request
competitive factor reports from all of the other Federal banking agencies (see Section
610 of H.R. 3505);

» Shorten the post-approval waiting period under the BMA in cases where there is no
adverse effect on competition;

s Exempt mergers between depository institutions and affiliates from the competitive
factors review and post-approval waiting periods under the BMA (see Section 610 of
H.R. 3505);

= Improve information sharing with foreign supervisors under the IBA (see Section 612
of H.R. 3505);

e Provide an inflation adjustment for the small depository institution exception under
the Depository Institution Management Interlocks Act (see Section 404 of H.R.
3505);

* Provide more flexibility in the application of the Flood Disaster Protection Act of
1973 for lenders to force-place new flood insurance, and for remedies available to
Federal supervisors to address violations;

» Enhance examination flexibility under the Federal Deposit Insurance Act (FDIA) by

increasing the small bank threshold from $250 million to $500 million so that more

* These first threc amendments dealing with the reserve requirements were included in H.R. 1224, the
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small banks may qualify to be examined on an 18-month rather than an annual eycle:®
and

» Provide that the Federal banking agencies will review the requirements for banks’
reports of condition under the FDIA every five years and reduce or eliminate any
requirements that are no longer necessary or appropriate (see Section 606 of H.R.

3505).

VI ~ COMMENTS ON OTHER LEGISLATIVE PROPOSALS NOT IN H.R. 3505
'Some other important proposals supported by the OCC are not part of H.R. 3505. We urge
the Subcommittee to consider them as this legislation moves forward. We note that these

items may be particularly beneficial to banks in providing assistance to communities and

customers in the Hurricane Katrina affected areas.

Enhancing National Banks’ Community Development Investments. The OCC supports

an amendment to the National Bank Act that would increase the maximum amount of a
national bank’s investments that are designed primarily to promote the public welfare
either directly or by purchasing interests in an entity primarily engaged in making these
investments, such as a community development corporation. We recommend increasing
the maximum permissible amount of such investments from 10% to 15% of the bank’s

capital and surplus. The maximurm limit only applies if the bank is adequately capitalized

Business Checking Freedom Act of 2005, as reported by the House Financial Services Committee and as
passed by the House on May 24, 2005.

* As discussed in my testimony, the OCC also supports Section 601 of H.R. 3505 enhancing examination
flexibility under the FDIA by giving the Federal banking agencies the discretion to adjust the examination

26



210

and only if the OCC determines that this higher limit will not pose a significant risk to the
deposit insurance fund. Today, more than 90% of national banks investments under this
authority are in low-income housing tax credit projects and losses associated with such
projects are minimal. Allowing adequately capitalized national banks to modestly increase
their community development investments subject to the requirements of the statute will
enable them to expand investments that have been profitable, relatively low-risk, and

beneficial to their communities.

Giving National Banks More Flexibility in Main Office Relocations. The OCC

supports an amendment to national banking law that will reduce unnecessary burdens on a

national bank seeking to relocate its main office within its home state. The amendment

would provide that a national bank that is merging or consolidating with another bank i
the same state pursuant to national banking law, rather than the Riegle-Neal Interstate
Banking and Branching Efficiency Act of 1994 (Riegle-Neal) which apptlies only to
interstate mergers and consolidations, has the same opportunity to retain certain offices that
it would have if the merger or consolidation were an interstate merger subject to Riegle-
Neal. The amendment would allow a national bank, with the Comptroller’s approval, to
retain and operate as its main office any main office or branch of any bank involved in the
transaction in the same manner that it could do if this were a Riegle-Neal transaction. This
would give a national bank more flexibility when making the business decision to relocate

its main office to a branch location within the same state.

cycle for an insured depository institution if necessary for safety and soundness and the effective examination
and supervision of insured depository institutions.
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Paying Interest on Demand Deposits. The OCC supports the amendments to the banking

laws to repeal the statutory prohibition on banks paying interest on demand deposits, that
were included in H.R. 1224, the Business Checking Freedom Act of 2005, as reported by
the House Financial Services Committee and as passed by the House on May 24, 2005.
The prohibition on paying interest on demand deposits was enacted approximately 70 years
ago for the purpose of deterring large banks from attracting deposits away from community
banks. The rationale for this provision is no longer applicable today and financial product
innovations, such as sweep services, allow banks and their customers to avoid the statutory
restrictions. Repealing this prohibition would reduce burden on consumers, including

‘ small businesses, and reduce costs associated with establishing such additional accounts to

avoid the restrictions.

Vil. CONCLUSION

Mr. Chairman, on behalf of the OCC, we welcome these hearings. The OCC strongly
supports initiatives that will reduce unnecessary burden on the industry in a responsible,
safe and sound manner, including appropriate initiatives to assist in the Hurricane Katrina
recovery effort. We would be pleased to work with you and your staff to make that goal a

reality.

I'would be happy to answer any questions you may have.
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NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC,

750 First Street N.E., Suite 1140
Washington, D.C. 20002
202/737-0900

Fax: 202/783-3571
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WRITTEN STATEMENT OF THE
NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION
TO THE FINANCIAL INSTITUTIONS AND CONSUMER CREDIT SUBCOMMITTEE
HOUSE COMMITTEE ON FINANCIAL SERVICES
REGARDING
HR. 3505 - THE FINANCIAL SERVICES REGULATORY RELIEF ACT OF 2005
SEPTEMBER 22, 2005

This statement is submitted on behalf of the North American Securities Administrators
Association (NASAA).! State securities regulation predates the creation of the Securities and
Exchange Commission and the NASD by almost two decades and has protected Main Street
investors from fraud for nearly 100 years. State securities regulators are responsible for
licensing firms and investment professionals, registering certain securities offerings, examining
broker-dealers and investment advisers, providing investor education, and most importantly,
enforcing our states’ securities laws.

The role of state securities regulators has become increasingly important as growing numbers of
Americans rely on the securities markets to prepare for their financial futures, such as a secure
and dignified retirement or sending their children to college. While securities markets are global,
most Americans still rely on local investment representatives in their home states when investing
their funds. State securities regulators currently oversee the representatives that operate in their
states.

NASAA appreciates this opportunity to provide information to the Subcommittee on your latest
regulatory relief initiative. We commend the Committee for striving to make our financial
services sector even more efficient, and for being attentive to the concerns of those who wish to
ensure that efficiency does not undermine the system of investor protection that has made the
U.S. markets the fairest in the world.

H.R. 3505, The Financial Services Regulatory Relief Act of 2005, amends several statutes
relative to financial institutions. The majority of the provisions in H.R. 3505 do not directly
impact state securities regulation, and we expect that the functional regulators for those sections
will offer direct comment.

However, there is one provision that affects the ability of state securities regulators to license
certain individuals in our states who are selling non-traditional deposit products. At one time,

' The oldest international organization devoted to investor protection, the North American Securities Administrators
Association, Inc., was organized in 1919. Its membership consists of the securities administrators in the 50 states,
the District of Columbia, Canada, Mexico , the U.S. Virgin Islands, and Puerto Rico. NASAA is the voice of
securities agencies responsible for grass-roots investor protection and efficient capital formation.

President: Pawicia D. Struck {Wisconsin) ®  Presidenc-Blect: JosephP. Borg(Alabama) s Past-President: Franklin L. Widmann (New Jersey)
Secretary: Karen Tyler (North Dakota)  Treasurer. Fred J. Joseph (Colorado)  Directors: Tanya A. Durkee (Vermont) +  Donald G, Murray (Manitoba)
James O. Nelson i (Mississippi) »  James B. Rapp (Delaware) Ombudsman: Christine Bruenn (Maine)
Interim Executive Dirsctor: John B, Lynch
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most CDs were fully FDIC insured and paid a fixed interest rate until they reached maturity. But,
like many other products in today’s markets, CDs have become more complex. Investors may
now choose among variable rate CDs, jumbo CDs, callable CDs and CDs with other special
features. These CDs pose significantly greater risks to investors. Accordingly, NASAA
suggests fine-tuning the Section 209 “Selling and Offering of Deposit Products” language that
was passed by the House of Representatives during the 108" Congress. By adding the phrase
“fixed rate fully FDIC insured,” as shown below, Congress can preserve the licensing authority
of state securities regulators over independent agents who sell unconventional and risky deposit
products. This in turn will help protect investors who traditionally have come to expect that CDs
are generally a fixed rate product that are all fully FDIC insured and who would not otherwise
invest in a risky CD.

We recognize that the current language in Section 209 represents an effort to balance regulatory
relief with investor protection, and we appreciate the past accommodations of the House
Financial Services Committee in the drafting process. But, the market has continued to evolve
and the language we are now seeking helps to address new issues that have emerged.
Independent contractors, not employees of thrifts are selling jumbo deposit products and market-
based CDs. These products can exceed the limits of FDIC insurance and are more complex and
riskier than traditional products. Because of the potential risk to investors, we believe that states
should retain the right to require these independent contractors or agents to become licensed with
their state securities regulator in order to sell these unconventional products.

The preemptive language of Section 209 raises a number of concerns. In order to protect
investors, current federal and state laws allow states to regulate individuals who offer or sell
securities, even if those securities are deposit products. At the same time, Congress and the
states generally recognize that licensing exemptions are appropriate under certain circumstances
— where for example, deposit products are sold by a bank through its employees. Qur concern
lies with non-bank-employees, often referred to as “independent agents” of the bank.

These are individuals who do not have the employee affiliation with the thrift, do not necessarily
have adequate training, and do not fall under the supervision of the thrift. The problem is
exacerbated because many investors assume that a salesperson representing a financial institution
is an employee, fully backed by the institution. Yet this is not the case, and these independent
agents need oversight if they are going to offer the more complex and riskier deposit products.
NASAA’s proposed amendment to Section 209 would help make that oversight available,
without disturbing the licensing exemption for bank employees selling deposit products.

Section 209, as written, would increase the potential of fraudulent sales of deposit products to
investors. Any person, regardless of training, knowledge of investment products and risks, or
disciplinary background, could sell deposit products such as jumbo or market-based CDs.
NASAA recently listed unregistered individuals as one of the top ten scams in the country. And
history shows that abuses can and do occur in the sale of CDs. The types of misconduct we see
include the sale of bogus CDs; the use of CDs in bait and switch schemes; and
misrepresentations and omissions regarding the rate of return on the CD, the duration of the
investment, and its liquidity.

Licensing is an important aspect of investor protection, conferring many benefits. Licensing
requirements enable states to insist upon a minimum level of education and expertise among
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those who sell investment products. Those requirements also enable state securities regulators to
verify that a salesperson does not have a disciplinary history of fraud or misconduct. And, a
licensing framework provides for the supervision of agents, disclosure of commissions,
suitability requirements, complaint reporting and other benefits. Any cost of licensing is
certainly outweighed by the positive return to investors. In short, Section 209 undermines the
need to monitor individuals who are taking people’s investment funds to the public.

Our proposed change in Section 209 is in keeping with well-established legal principles
governing the regulation of CDs. The overarching principle that has emerged from the federal
and state courts is this: regulating CDs as securities is necessary and appropriate if those CDs
pose risks to investors and if those risks are not adequately addressed by other regulatory
regimes. Thus, in Marine Bank v. Weaver, 455 U.S. 551 (1982), the Supreme Court held that it
was unnecessary to subject fixed-rate, insured CDs to regulation as securities because investors
were abundantly protected under federal banking laws and, through FDIC insurance, were
“virtually guaranteed payment in full” Jd. at 558-59. By the same token, however, where CDs
pose risks that other laws do not address, the courts will invoke securities regulation to ensure
that investors are adequately protected. Our proposed change in Section 209 simply codifies this
principle: unless CDs are fixed-rate and fully-insured, states will retain their authority to impose
licensing requirements on those who sell them, for the benefit of the investing public.

INASAA’s suggested language to Section 209 is underlined below:

SEC. 209. SELLING AND OFFERING OF DEPOSIT PRODUCTS.
Section 15(h) of the Securities Exchange Act of 1934 (15 U.S.C. 780(h)) is amended by adding
at the end the following new paragraph:

'(4) SELLING AND OFFERING OF DEPOSIT PRODUCTS- No law, rule, regulation, or order,
or other administrative action of any State or political subdivision thereof shall directly or
indirectly require any individual who is an agent of 1 Federal savings association (as such term is
defined in section 2(5) of the Home Owners' Loan Act (12 U.S.C. 1462(5)) in selling or offering
fixed rate fully FDIC insured deposit (as such term is defined in section 3 of the Federal Deposit
Insurance Act (12 U.S.C. 1813(1)) products issued by such association to qualify or register as a
broker, dealer, associated person of a broker, or associated person of a dealer, or to qualify or
register in any other similar status or capacity, if the individual does not—

*(A) accept deposits or make withdrawals on behalf of any customer of the association;

"(B) offer or sell a deposit product as an agent for another entity that is not subject to supervision
and examination by 2 Federal banking agency (as defined in section 3(z) of the Federal Deposit
Insurance Act (12 U.S8.C. 1813(2)), the National Credit Union Administration, or any officer,
agency, or other entity of any State which has primary regulatory authority over State banks,
State savings associations, or State credit unions;

*(C) offer or sell a deposit product that is not a fixed rate fully FDIC insured deposit (as defined
in section 3(m) of the Federal Deposit Insurance Act (12 U.8.C. 1813(m)));

(D) offer or sell a deposit product which contains a feature that makes it callable at the option of
such Federal savings association; or

"(E) create a secondary market with respect to a deposit product or otherwise add enhancements
or features to such product independent of those offered by the association.”.
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